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INTRODUCTION 


Economics is dedicated to the improvement of the material lot of man- 
kind. Every economist worthy of the name has at some decisive and solemn 
moment sworn a kind of Hippocratic oath to make the world a better place 
to live in, to break a lance against Want, Disease, Ignorance, and Squalor. 
In this grand design there is, however, no simple and patent course. The 
complex forces of the market rarely permit the exact measurements em- 
ployed 'by the natural sciences. Much depends upon the acumen, experi- 
ence, and judgment of the observer; and even with equal endowments, 
economists sometimes arrive at divergent conclusions. The result is that 
there exists no officially approved economics, a circumstance for which, in 
view of its underlying causes, Americans today can be fervently grateful. 

Despite its partly "inexact” character, economics has one great and im- 
mutably justification: the sincere effort to discover facts and to think about 
them calmly and objectively is bound in the end to prevail over hearsay, 
sentimentality, indifference, prejudice, and the mere weight of authority. 
During its relatively short history of less than two centuries, systematic 
economics has repeatedly vindicated this faith. Occasionally by brilliant 
intellectual tours de force, but more frequently by the slow processes of 
time and consensus, satisfactory explanations and illuminating prescriptions 
of policy have proved their merit in the context of institutions, politics, and 
technology to which they were applied. Skepticism as to premises, methods, 
and conclusions meanwhile played as essential a role as positive statements 
of doctrine. 

In this evolutionary process, the writing of systematic expositions of 
economics for university students has its own special and important func- 
tions, despite the curled lip of disdain with which "textbook” is sometimes 
spoken. First and foremost, the general introductions to economics afford 
perennial occasions for presenting new develojDments in the body of 
thought, pruning out the dead wood, and assimilating the vital elements 
into a consistent whole. In the contemporary scene, the pressing necessity 
is a reordering of the whole field of economic thinking to exploit fully the 
valuable innovations made by Keynes in The General Theory of Employ- 
ment, Interest, and Money, without losing sight of valuable theories ante- 
dating this volume. „ . 
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The authors of the present book belong to the vangna^'d 6f writers who 
aie undertaking this function at a level appropriate to a first introduction 
to economics for undergraduate students. Seizing upon the most significant 
of Keynes\ contributions—the importance of national income in its own 
light for human welfare and national strength, and as an independent vari- 
able of overriding force in most particular inarkets—they have introduced 
the student to these concepts at the very outset. They have aspired to 
orient the multifarious aspects of economic life to this unifying principle 
.throughout ■' 

But they have not permitted this to become a cliche; other valuable in- 
novations both within the Keynesian revolution and aside from it play their 
part Indeed, extremists would probably deny that the authors are followers 
of Keynes in any sense. Were this true, however, it would be difficult to 
account for new and vital elements in the parts pertaining to monetary and 
fiscal policy, to interest and wage theory, to inequality of incomes, to the 
treatment of aggregate employment, and to international trade. Older ap- 
proaches and techniques have not been lightheartedly discarded: they 
have been corrected; supplemented, and brought into focus for our modern 
world by the aid of new ideas. ^ 

The new textbook must undertake another role closely allied to the func- 
tion of systematizing the body of contemporary thought: it must incorporate 
practical decisions as to which innovations must still be regarded as experi- 
mental and hence to be left to the domain of the experts, and which have 
been sufficiently proved to warrant their transfer to the public. Just as in 
medical science, there are in economics many ‘hew and unofficial reme- 
dies ” The writers of the present book have, in my judgment, quite advisedly 
refrained from displaying a new technique merely for the sake of novelty, 
if its superiority remains open to question. Tlius the ‘Tcinked demand curve” 
may seem a promising device where sellers are few, but it still awaits em- 
pirical verification. Similarly in the field of demand theory, the writers have 
found that they can operate successfully with the familiar Marshallian con- 
cepts without recourse to indifference curve technique. Examples could be 
multiplied but the test is the same: does the accepted technique leave 
something unexplained, or does the new approach add genuine substance? 

Finally, the authors of a general introduction to economics must test all 
the component parts for their/cbmmunicability to the ordinary citizen. It 
Ts difficult fo imagine th^t an;^ piece of economic analysis can assume much 
importance in the world; of ;a^ it can be couched^'in language 

understandable by theylayffiau. 'Tbo a of the present book have taken 
especial pains to/v^ijte lucidly^ pleasingly, and not to disdain 
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some repetition for the sake of the beginner. They have resisted the tempta- 
tion to play over the heads of their audience for the edification of their 
professional colleagues. 

Most laymen, including university students, approach the subject of eco- 
nomics for the first time with lively interest, with numerous ideas of their 
own as to how the great economic ills of our times can be remedied, and 
with ifot a few of their own intense prejudices and misconceptions. All of 
this can be turned to good account by skillful authors; they will be careful 
not to smother these sparks under an avalanche of technical terms, geo- 
metric and other mathematical presentations, or choke tliem out by hum- 
drum or obscure writing. 

To the American university students into whose hands this book may 
come, the authors hope to communicate their own belief that economics 
brings a hopeful message: that tlie powers of reason and tolerance will 
prevail over force and ignorance, not only in the affairs of the market place 
but finally in those higher things which make up life itself. 

HOWABD S. ELLIS 

Berkeley, California 
January 28, 1948 
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We believe that the beginning study of economics can be effectively 
guided and integrated by use of the national income approach. That the 
national income approach is important for economic analysis is widely 
recognized, yet until now it has not been adapted to a full-length principles 
book. Its pedagogical merits have been verified for us repeatedly by our 
classroom experience with the materials of this book. 

The student obtains a clear understanding of economic processes when 
national income analysis is combined with the theory of price and distri- 
bution. Because national income analysis easily engages the interest of the 
student it comes first in order of presentation; throughout the book it is 
related to the analysis of prices and of income distribution and to money, 
banking, governmental expenditure, taxation, and international trade. A 
differed sequence from this— -starting with the theory of the firm and pro- 
ceeding to the theory of prices— has some claim to preference, of course. 
But the significance of prices is not obvious to the beginner, whereas the 
aggregative analysis is readily comprehensible to him, and is realistic in 
terms of what he may know of present-day problems. 

In still another way we seek to meet the needs of the student. The 
efforts of many teachers to convey a genuine understanding of the con- 
cepts of economics are hampered if the book at hand uses techniques of 
analysis that are unnecessarily refined. Consequently we eschew technique 
for technique's sake. The essentials of analysis are necessarily presented 
here in detail, but though the materials in this book are diflBcult they are 
not beyond the capabihties of the college student who gives them careful 
attention. 

Economic problems and policies are treated together with economic 
principles. Obviously there are many controversial issues in economics, some 
old and some new. On controversies involving the prospects and means of 
attaining economic progress we present several main doctrines, and indi- 
cate for the student what technical equipment he should apply in his 
own study 6f them. This is not a striving for colorless neutrality; honesty 
compels us to question doctrinaire views, whoever holds them. However, 

is 
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deternimed , by the logic of economic analysis as we conceive it and by ; 
our moderately conservative but, we hope, noii-doctrmaiie political bias: 
All important decisions of national economic policy are fiindamentally 
political in their motivation as well as in their consequences. Therefore, 
in our view, economic policy cannot be evaluated only in economic terms; 
for this nation it must be appraised in the light of the political traditions 
of , a ' free society. , , 

We wish to acknowledge our indebtedness to Professor Howard S; Ellis 
of the University of California, who read the book in manuscript and 
suggested improvements at many places. Professor Yale Brozen of North- 
western University and Dr. Philip D. Bradley of Harvard University also 
gave us helpful criticism. Yet the approach, the plan of the book, the se- 
quence of treatment, the emphasis and levels and possible errors of analysis, 
are our sole responsibilities. While the book is a joint product, primaiy:' 
responsibility for the contents of the chapters is as follows: Burns, Chapters 
1-7, 24, 34-40, and sections in Chapters 29 and 30; Neal, Chapters 17-23, 
25-29;. Watson, Chapters 8-16, 30-33, and 41; and Watson and Burns, Chap- 
ter 42, Chapters 25 and 26 were drafted by Professor Everett H. Johnson 
of George Washington University, and Chapters 28 and 29 by Professor 
Phillip Taft of Brown University. 

A selected reading list covering the main subjects of the book follows 
Chapter 42. 

January, 1948 
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The Bases o f Economic Activity 


In these times almost everyone regards himself as something of an 
economist. Indeed, -the magnitude and severity of economic problems in 
recent decades have brought economic issues to the forefront in much 
popular discussion. The recurrence of prosperity and depression, of gen- 
eral labor shortages in some years, and of heavy unemployment in others, . 
together with the existence of high taxes and of an enormous public debt, 
has focused wide attention on these problems and on the various proposals 
for their solution. More immediate, of course, is the fact that no one can 
avoid having some interest in his own income, and in taxes and the cost of 
living as they affect him. Similarly no businessman is without opinion on 
prices, costs, the productivity of labor, and governmental policies as they 
apply to his operations. 

But while the ordinary person is likely to regard the problems of eco- 
nomics as separate issues, as they may affect him from time to time, it is 
important to recognize that there is an intimate interrelation between the 
elements making up the study of economics. For example, total employ- 
ment is affected by —among other things— the volume of government ex- 
penditures and the volume of exports; the national debt affects taxes and 
the operations of banks; prices apd wages influence one another, and all 
these in turn affect the volume of production and national income. The very 
existence of-economic life presupposes the organization and therefore inter- 
dependence of many elements. This is not , always obvious. ; - 

The knowledge of econoinics likely To be gained by thep^^spaper reader 
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does not carry him far, or always in the right direction* Systematic and 
prolonged study is required to trace the connections and relations which 
comprise the vastly complicated modern economic systems. Then, too, many 
economic processes operate unobtrusively. Although, for example, the roles 
of prices, taxes, savings, and investment in the economic system are of 
decisive importance, they can be fully demonstrated only by systernatic 
study. Thus while some knowledge of economics is gained inevitably from 
daily experience" it requires expansion and correction, and it must be inte- 
grated and systematized by a disciplined study of economics as a science. 

As a branch of knowledge economics describes and analyzes the en- 
vironment in which man works and receives and spends income, as he 
attempts to secure for himself and his dependents the requisites of ma- 
terial well-being. These activities are of primary interest to the individual: 
How much can he earn? What are his prospects of greater earnings in the 
future? Can he save enough for future needs? What occupation or business 
should he enter? He is concerned with prices and living costs and with 
taxation— with any policy or circumstance or institution which may aflEect 
his material w^elhbeing. 

The economic system in modern times has become greatly compfex. The 
individual when working, earning, saving, and spending performs some 
small part of the system’s operation. While his productive activity adds 
something to the flow of commodities and services produced by the sys- 
tem, it may be of no immediate use to him personally; e.g., he may pro- 
duce a small part that fits into a larger good, or legal advice which he does 
not need himself, or cotton which is useful only when made into cloth. 
What he produces is useful only when it is combined and exchanged with 
other products in the vast system in which he works. Because he specializes 
in producing what he does not want, or in producing more of something 
than he wants, he must work for money— a wage or salary or other income. 
With this money he buys the things that thousands of others have helped 
produce, just as they may buy what he has produced. Specialization of 
productive activity in the economic system provides no alternative to the 
making and spending of money income as a means of securing the requi- 
sites of material well-being. For this reason the welfare of the ordinary per- 
son is inevitably dependent on the performance of the economic system as 
a whole-on the volume and types of goods produced and the level of 
national income. . 
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WANTS, SCARCITY, AND ECONOMIC ACTIVITY 

Whether the economic process is found in the simple form of a primitive 
community or in the intricate patterns of the modern industrialized nations, 
it ai^ses from the scarcities of things in relation to human warvts^ Scarcity 
necessitates the spending of effort and time in the production of com- 
modities and services for the satisfaction of wants. Whether a person pro- 
duces things directly for his own use, or whether he works to obtain a 
money income, the basic problem is the same: tinie and effort must be 
expended to satisfy wants. Human wants, scarcity, and work are the bases 
upon which is erected the whole variegated structure of economic activi- 
ties. The major economic institutions in the economy of the United States— 
such as the money and banking system, marketing and transportation, the 
price system, business corporations and labor unions— exist as methods of 
organizing the production of the things that satisfy human wants. 

The definition of economics reflects the fact of scarcity. Economics is 
usually defined as the study of mans activities in using scarce means (or 
resources) to satisfy wants. The word “economics” goes back to the early 
Greek (Tikos, a house, and nemein, to manage, meaning “household manage- 
ment.” The problem of managing a household (or estate) arises only when 
its resources are not adequate for all purposes; only then must resources 
be conseiwed ^for what are deemed the most essential purposes: The mod- 
ern usages are true to the original meaning. It was customary in the 
eighteenth century to speak of political economy, which meant the prac- 
tice of managing the resources of a people or country. An econofiiical per- 
son is one who manages or uses his money and other resources with care 
and frugality, i.e., he economizes in order to get the most out of his limited 
means. The economy of a country is a term referring to the organization of 
the country's resources for the production of commodities and services. 
Thus, the original term and its modern derivatives all stress the underlying 
fact of scarcity and the consequent need to conserve and manage resources. 
Productive effort is organized in such a way as to select from among the 
innumerable human wants those that can be best satisfied with the limited 
means at hand. The best satisfaction must be regarded as the maximum 
possible satisfaction; therefore commodities must be produced and in 
proper proportions which are most preferred by indmduals, taking into 

i Scarcity is a relation. Things are scarce iii aii economic sense when tliere is not 
enough of them at hand to satisfy all wants, for them. For example, the physical existence 
of untold billions of tons of coal deep' in the, earth does not mean abundance in an 
economic sense. 
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account their differences in tastes or preferences and {5reir means of 
making wants felt. Knight states that “The commonly recognized function 
of economic organization is to utilize the limited resources at the com- 
mand of the social group in bringing about the largest possible satisfac- 
tion of the wants of its members.” ^ The modern fonn of economic organi- 
zation performs this function largely by the payment of money incomes for 
the use of economic resources (human effort, capital, and natural resources) 
to produce commodities and services; in turn these incomes are used by 
those who receive thepi for the satisfaction of wants. 

Human Wants 

Wants differ considerably from one time to another and from one social 
group or individual to another. Some human wants are, of course, elemen- 
tal and common to all peoples, mainly the wants for food, shelter, and 
clothing. For a large part of the world's population the effort to keep body 
and soul together is so difficult that their mental horizons are limited 
largely to these wants. But even these elemental wants are not simple; 
people do not want food, shelter, and clothing merely for physical §|irvivaL 
These simple wants exhibit a great variety. In poor and primitive com- 
munities, as in those more fortunate, the wants are for certain kinds of 
food, not food in an abstract sense; and the same can be said of other ele- 
mental wants of man. 

As a social group advances beyond the point where physical survival is 
the first consideration, their wants exhibit the most varied character. The 
satisfaction of some wants is a physiological necessity but there are many 
ways to satisfy them. This diversity is governed by religion, custom, na- 
tional characteristics as well as by the natural envuonment. 

Convention or custom govern to a large degree individual behavior and 
social relationships; patterns of wants are imposed on the individual by 
the social group through the perpetuation of conventions. Consider for 
example some of the major events in the life of an average American. The 
birth of a child is attended by certain rituals: the male parent is expected 
to present cigars to his friends; flowers, gifts, and cards are expected of 
friends and relatives. Gifts and parties usually follow year after year to 
commemorate the event iUpon graduation from high school and college 
the son or daughter is given still other tokens of approval or esteem. The 
. marriage convanfioh ^re§rcribes ''a wedding ring, a trousseau, *a - reception, 

^ v:,a wedding trip,/ and pthetcer^mohiy, accompanim Conventional wants' 
H. Kiiight, The af Harper, 1935, p. 102. 
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are expressed at tlie observance of Christmas, New Year, and Easter. In- 
deed, conventioix affects in detail the daily wants of the individual. In mat- 
ters of%od, dress, recreation, house furnishings, and even in his relations 
with family and friends, neighbors, and strangers, the community sets the 
general pattern of behavior to which each person is expected to confonii. 

Habit is a second potent influence governing human wants. The ease 
and coijvenienee of following habit in the selection of cigarettes, brands 
of food, cosmetics, and the innumerable other items that satisfy recurring 
and relatively inexpensive wants undoubtedly account for much of tlie 
influence of habit in determining wants. If a conscious weighing of choices— 
if the "real” merits of this brand of cigarette against that— were to replace 
the role of habit in the satisfaction of daily wants, the cost in time and 
mental energy to the individual would indeed be enormous. This is not 
to deny a place to rational choice in the selection of things to satisfy wants, 
or in the cultivation of wants. Habits are frequently formed on the basis 
of an original rational calculation of alternative products or methods. 

Conventions or customs influence an individuaFs habitual behavior, yet 
habit and custom as used here are separable influences on human wants. 
Convention may impose a pattern of wants on the individual, and subse- 
quently some of these wants become matters of habit. The observance of 
native customs in a foreign environment is an example. By and large, con- 
vention and habit exert a stabilizing influence on wants, for both the group 
and the individual. They account for a consistency in social behavior; 
largely because of them there is a marked difference in the wants of various 
national and cultural groups. 

- Emulation is a third influence on human wants. The desire to emulate 
others appears to be common to all persons, but it is particularly important 
as a determinant of wants in the American society. Lower income groups 
seek to obtain the same or similar things enjoyed by higher income groups, 
or those who are considered to be higher in the social scale. The attempt 
to ""follow the leader” in ostentation and display is assiduously promoted 
by advertising as well as by industry in producing cheap copies of the 
expensive things bought by the social and financial upper strata. Esteem 
and envy are large motives in. this inequal competition, The desire of those 
on a low level to emulate the wants of those above them, and the desire 
of the latter to remain different . from those below, inevitably lead to a 
diversification and expansion of human wants. The desire to emulate others 
tends to inject instability but also growth into the pattern of wants and 
into the productive activities designed to satisfy wants. ; . 

It is frequently said that coriventidn, habit, and the desire to emulate or 
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to be different are irrational influences wliicli thwart the maximum satis- 
faction of wants. For example, custom requires men on special occasions 
to suffer the discomforts of formal attire, or on warm days the nuisance of^ 
a necktie, etc. Habit makes one a slave to certain wants. The desire to 
emulate leads to an endless and frustrating striving for new things, many 
of which may be shoddy imitations to be cast away soon for still Other 
things. The desire to be different means only a waste of money, for wants 
are forcibly and constantly shifted to new objects. But do these influences 
necessarily lessen want satisfaction? 

Obviously, it is often rational for the individual to conform to social 
conventions, however 'uTationar the total effect or origin of this conven- 
tion may appear to be. And habit -has its conveniences. The conscious 
weighing of choice might cause a person to spend so much time in satis- 
fying certain wants that time for additional leisure or earning power would 
be lost The irrationality of emulation is perhaps a moot issue. If a person 
gets more satisfaction out of attempting to overtake his betters (in want 
satisfaction) than in not doing so, can this be said to be irrational behavior? 
The question raises points of morality and social standards which involve 
more than economic factors. All in all, the charge that convention, habit, 
emulation, and ostentation are irrational elements in the determination of 
wants presupposes that the critic has established canons of rationality; but 
in turn such canons may seem irrational to others. 

Wants express the aims, ends, or purposes of individuals. Within the 
elastic bounds of law and convention the individual is accorded discretion 


to formulate and pursue his own wants. Some persons want as much leisure 
as possible, others want an abundance of material goods ranging from the 
ordinary to the esoteric. While some may seek intellectual attainment, 
others are content with the ordinary comforts they have habitually enjoyed, 
there being a virtually infinite variety of personal conceptions of the ''good 
life.” These aims or ends, whatever they may be, guide the individual and 
the group in economic activity--in the earning of money incomes and the 
use of these incomes. 

The Dynamic Character of Wants 

' : Human wants in this society appear to be indefinitely expansible; as 
goods multiply, so do wants. Modern man does not want merely shelter 
. * but a comfortable home and a place for display; not food alon^but a varied 
; and well-prepared menu; not raiment to hide his nakedness but a ward- 
robe suitable for many purposes and occasions and in the latest fashion. 
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He wants, too^ a wide range of amusements, perhaps educational and cul“ 
tural improvement, and the conveniences and luxuries of modern civiliza- 
tion as they constantly change and multiply. A man may strive to attain 
a certain standard of want satisfaction (standard of living) for himself and 
family; but its attainment is often merely a stage in the pursuit of a still 
higher standard, where wants are more varied and their satisfaction more 
costly. 

The dynamic character of wants is apparent. But this fact does not im- 
ply that discontent is rampant. Some people are satisfied with a given range 
of wants, a given plane of life, and want only to have this week what they 
had last. Stability of this kind is not, however, characteristic of American 
society as a. whole. Instead, a ceaseless urge to expand wants and to ac- 
quire more income to satisfy these wants is a feature of . American life. 
Standards of living deemed adequate in one generation are held inadequate 
for the following one. In spite of a prodigious increase in material wealth 
over the past 150 years, more is written on the problem of poverty now 
than a century or more ago. What is commonly regarded as 'material prog- 
ress’" is actually the multiplication of wants faster than the means for their 
satisfaction. 

This ceaseless striving for something more is a deeply ingrained cultural 
trait. The desire for financial success is virtually unchallenged in this 
country. Parental duty requires that each generation be admonished to 
“better itself,” i.e., to increase its wants and its capacity (income) to satisfy 
these wants. Media that mold the public mind-radio, press, movies, maga- 
zines, advertisements— build up wants by fostering at once an emulation 
of others and a desire for distinction and difference. Changing fashions in 
dress, new models in automobiles, in household fixtures, and in countless 
other things create dissatisfaction with present possessions and foster a 
desire for new and different ones. 

Perpetual scarcity is the outcome of this proliferation of human wants. 
Nowhere is nature so lavish with her resources that even the elemental 
wants are satisfied without effort. The multiplication and diversity of wants 
beyond this demands still greater effort and ingenuity of man in his at- 
tempts to satisfy them. 

Wants and Economic Activity 

Human f^^ants and productive activity are related in complex ways. 
Wants guide productive activity; things not wanted will not be produced 
for long. Aside from the urge for survival, how do human wants arise? Why 
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;are such things as , radios,, automobiles, electric shavers, ^and air transport ' 
,, wanted? In, an historical sense such wants for specific types of , goods are" 
formed . after . these things make tlieir fi,rst appearance;' i*e., the economic 
.process produces both new wants and things to satiny wmits. Once wants, 
are established, production is directed toward their satisfaction* However, 
it is generally true, that the^ new- want which is created is , merely, a ','new 
variety of .some e,arlier and, .basic want -which is inadequately satisfied once 
the new good becomes available; e.g,, the electric shaver replaces a straight 
'or -safety -'razor. ■ 

What leads producers to venture into want-creating activities? Why pro- 
duce something for which no px*esent want exists? Part of the answer un- 
doubtedly is the hope of profit ill the production of something new. How- 
ever, there is more involved here than this. Productive activity in the 
modern era is in large measure an end in itself; it is a game or a rivalry. 
That wants are created and satisfied may be incidental to the basic urge 
to activity per se, an urge which in an earlier period sent men off to the 
Crusades, and later to explore new lands, climb mountains, and fly air- 
planes. When this urge to activity takes the fom of producing things that 
people may learn to want and buy, the producer is doubly paid.^He de- 
rives satisfaction from the productive activity itself— the building up of a 
new organization, surmounting difficulties, outwitting his rivals—and he 
gets a money income to support himself and finance his further activities. 
Productive activity may thus be . a tneans of self-expression and creative 
achievement, as well as a means of creating and satisfying consumers' de- 
sires. For this reason power and prestige as ends are important in fashion- 
ing tlie character of the productive process and therefore of wants,^ 

Free Goods and Economic Goods 

; Things that satisfy wants fell into two large categories: (1) free goods 
and (2) economic goods. Both of these are objects of human desire. They 
have utility, which is theiTrCapacity to satisfy wants. 

.-v Those useful things that'' ;are '.available freely and abundantly are termed 
free goods,' Under most. 'drcurhstahces' air is a free good; water from; a 
spring is another. Inmewly'opeped territory land may be so abundant, that 
; it is_a free; good* Free ■goods'; aremot'searce, no want for them' goes imsatis- 
' fied, and' 'no,; effort them* There Is no eco- 

nomic problem /cohn&ted' ihese ,&in'gs and they have’no’^place in the 



consideration ?)f <^conomics (except as they may aid in the production of 
economic-goods).'' ' 

Economic activity is directed toward the acquisition and use of scarce 
things, or economic goods, comprising both physical commodities and serv- 
ices. Foodstuffs, houses, shoes, radios, books, flashlight bulbs, machine 
tool?, golf clubs, the services of doctors, lawyers, teachers, professional 
ballpla}4ers”-tliese and countless other things are scarce and therefore 
known as 'economic goods.” A thing is scarce when the want for it cannot 
be fully satisfied; something is sacrificed in order to enjoy its satisfaction. 
Either the individual’s effort is spent directly to acquire it, or money is 
spent, to purchase it. 

Some economic goods are not the result of human effort. Land in its 
natural state, minerals in the earth, a waterfall, and timber in the forests 
are products of nature which are economic goods when they are too scarce 
to satisfy all wants for them. 

Scarcity, then, is the definitive feature of an economic good; and the 
manifestation of scarcity is either the expenditure of effort or of money to 
obtain the good. The term scarcity, however, is often used carelessly and 
wrongly^in eveiyday discussion. For example, during wartime the ''scarcity” 
of butter, bacon, domestic help, shipyard labor, and many other commodi- 
ties and services was contrasted to prewar "abundance” of these goods. 
Actually things were merely more scarce during wartime than in the earlier 
years for at no time were butter, bacon, domestic help, and other things 
"free.” The same fallacy is committed by those who glibly advance the 
"economy of abundance” idea. If taken literally the phrase is a contradic- 
tion in terms; if abundance prevails no economy is needed. In tlie same 
way low prices and ease of purchase are confused with abundance; but 
the fact that things are produced and sold at a price, even though low, is 
evidence of scarcity: they are economic, not free, goods. 

The scarce means of satisfying wants fall into two general categories. 
First are the economic goods capable of satisfying wants directly. These 
are termed consumer goods, commodities such as a loaf of bread or a fur 
coat, and services rendered directly to consumers, such as those of a night- 
club entertainer or a physician. Second are those economic goods that 
satisfy wants indirectly, termed producer goods. A stamping press in an 
automobile factory satisfies no consumer wants directly, but by forming 
fenders and bodies it contributes to the eventual making of finished auto- 
mobiles which do satisfy consumer wants. The same can be said of a steel 
mill, an iron-ore mine, a retail deliyeiy; truck, and countless other things. 
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The Linnifaf ion of Economic Resources 

The coBimodities and services that satisfy huiBan wants directly are'" 
scarce because the economic resources— human effort, capital, and natural 
resources— that produce them are limited too. Herein lies the central prob- 
lem of economics: how to use these resources in the production of things 
for which there are virtually unlimited wants. Wartime poses this problem 
clearly. At every turn military and civilian wants are confronted by acute 
shortages— of finished goods and of the labor and other resources to pro- 
duce them. But war does not raise a new problem in this respect; it merely 
intensifies an inherent problem. 

Economic resources are (1) natural resources, (2) man’s own physical 
efforts and talents, and (3) capital, the man-made aids to production. 

The limitation of natural resources is clearly evident. For ail practical 
purposes, land is fixed in amount; mineral resources, too, are fixed in sup- 
ply and moreover are subject to depletion as they are used; forest resources 
at best grow but slowly and they also may suffer serious depletion. There 
have been times when the land and all its wealth seemed boundless— it 
could be had for the talcing. At such times natural resources were £fbundant 
and free. This was the condition in the early days of settlement on this 
continent. But as population grew the era of abundance passed; land and 
its resources became the property of persons and government, and natural 
resources soon became scarce in relation to the demand for them. 

Man’s efforts and talents are of course limited in both quantity and qual- 
ity. Nowhere are they available for work in the productive process without 
the promise of remuneration, even if that be no more than enough to sus- 
tain life. 

Capital— the tools, implements* machines, buildings, installations and 
other man-made aids to production— is limited because it must be produced. 
Although more will be said about capital and its various meanings later, 
a working definition of it is necessary at this point. Capital may be defined 
as produced goods designed not to satisfy wants directly but to aid in the 
production of other goods and services; in this sense capital is comprised 
of producer or instrumental goods. Thus mechanics’ tools, farm implements, 
industrial machinery, a cotton textile mill, a power plant, or raw materials 
do not of themselves satisfy wants, but enable other things to be produced 
that can perform this function. 

The production of capital involves a samng^ or setting aside, of part of 
total productive output; some wants are postponed or sacrificed entirely 
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so that capital be produced. This point is of central iniportance. Since 
wants are virtually unlimited^ man could devote his time and effort ex- 
r-clusively to producing things that satisfy his wants immediately. Instead, 
part of his time and effort goes into the production of capital, into things 
that ^cannot in themselves satisfy wants. In this sense, then, capital involves 
saving or a deferring of consumption; conversely, saving in this sense com- 
prises that part of productive output not currently consumed. Capital, 
therefore, is necessarily limited in amount because (1) it must be produced, 
and (2) it must be saved out of a total production which itself is limited in 
relation to human wants. 

Economics, it has been said, is the study of man's activities in using 
these limited resources for the production of things to satisfy bis many 
wants. But it is apparent that at any time some labor and capital may 
stand idle, in times of depression idle workers may number into the mil- 
lions as factories and mills are shut down. Can it be said that labor is 
scarce when unemployed men are clamoring at the gates of closed fac- 
tories? Are not closed factories and idle machines evidence that capital is"" 
"abundant"? These depression phenomena in no way affect the validity of 
the defiiMtion. Men and machines do not become idle because there are no 
wants for the things they can produce. On the contrary, unsatisfied wants 
increase in such periods because the lack of income prevents many people 
from buying the things they would otherwise purchase. The idleness does 
not result because there is more labor and capital than needed, but be- 
cause the complex mechanism of producing, distributing, and consuming 
becomes disordered and prevents the full use of these resources. 

The Economic Struggle: Economic Costs 

Man must struggle to live. The limitation of economic resources leaves 
no alternative. In its elemental sense man s struggle is to wrest from the 
natural environment the economic goods that sustain life. The production 
of man-made economic goods involves a cost. The cost of production may 
be viewed in two ways: human cost and money expenditure. 

Human cost is the time, toil, and trouble required for the production of 
' .. things; it is measured by the alternative given up in producing one thing 

■ rather than something else.^ Human costs are of two kinds, those connected 
with labor and those with waiting. Labor costs involve physical and mental 

I That is, when time and effort are spent in producing commodity A, all odier things 

’ : that could be produced with this time and effort are given up. The cost of A, then, is 

p! n^asured by the alternative or opportunity forsaken. , : . . . 
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.fatigue, discomfort, discipline, and other exactions, of r/ork. Waiting is a 
less obvious human cost; it arises from' the fact that, people generally prefer 
to have things nov^ rather than later.^ Wants are usually immediate and- 
insistent, but nevertheless production of the tilings to satisfy wants requires 
time; thus there is a frustration of some wants for a time, and this frustra- 
tion is a cost. A person may prefer to work harder and shorten the period 
of waiting, or perhaps to wait longer and work less intensely. Both labor 
and waiting are therefore human costs; and the satisfaction of wants by 
producing economic goods requires the bearing of these costs. 

Money costs of producing things are more tangible and familiar. These 
include payments for wages, salaries, interest on borrowed money, rent of 
property, payments for materials, freight, insurance, and other expenses. 
Some of these money costs are payments to persons who participate directly 
in producing things; wages, salaries, fees, commissions are of this kind. 
Profits are payments received by the enterpriser when his business is suc- 
cessful Rent and interest are payments for the use of assets— land, build- 
•^ings, and money. When tliese assets are privately owned, payments for their 
use become the incomes of their owners. All these costs are income pay- 
ments and must be paid in order to induce people to work and«^to offer 
their money and property for the production of economic goods. Stated 
differently, income payments or money costs obtain the services of people 
and things essential to production. 

Costs of production— either human or money— have a common origin in 
the fact of scarcity. Nature in her niggardliness imposes a scarcity, and 
man compounds this scarcity by the multiplication of his wants. The eco- 
nomic struggle appears never-ending: In a strict sense "abundance” can 
never be attained, for it would mean that all wants are satisfied. During 
the last 150 years each succeeding generation in this country has produced 
a larger and more varied output than the preceding one. But has scarcity 
abated? The clamor for higher wages, for more farm income, for higher 
standards of living by all groups apparently never ceases. A growth in 
total production of waxit-satisfying goods merely whets the appetite for 
more. In mans economic struggle, his adversaiy— scarcity— never tires. 

' Scarcity brings with it another struggle. The limited supplies of want- 
satisfying goods cause a competition among men— among groups and na- 
tions— for their shares of the total Each person's share depends principally 
upon his money income— his capacity to buy what he needs from the total 

® The fact of waiting underlies the., creation of capital; while capital is being producecl 
satisfaction of consumer wants, is, pnayoidably deferred. Stated another way, saving in- 
volves waiting. ' ^ r ^ 'f ' ^ 
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stock of want“#atis*fymg goods. More income for one may mean less for 
anotlier.^ Higher wages for labor might reduce the profits of the employer; 
Jiigh profits in one industry might be obtained at the expense of another; 
the prosperity of one country might rest on its exploitation of colonial areas. 
It is this aspect of scarcity, the conflict of groups over income, that raises 
many^ of the most vexing problems in society. 


The Basic Economic Functions or Processes 

Because the resources of an economy are limited, economic activities 
must be organized in some fashion. System, order, or direction are essen- 
tial to the operation of an economy so that the economic resources can be 
employed most advantageously and thereby contribute to the satisfaction 
of as many wants as possible. The organization of the means of want satis- 
faction is always appropriate to the wants of the people in question. By 
American standards the economy of a Mexican village would be thought 
"inefiicient,” but such a judgment is irrelevant to the point at issue. The 
village economy is an orderly process by which the inhabitants satisfy 
wants. Pgrt of the effort or resources of the village is devoted to growing 
food-many different kinds of food— part to handicraft work, another part 
to such local government as it deems essential, and so on through the range 
of economic activities. If more resources were devoted to food production 
less would be given to satisfying wants for other things, including leisure. 
The activities of the community become balanced in the course of time in 
such a fashion as to satisfy tolerably well the more urgent of the wants of 
the community as the community itself conceives them. 

All communities and nations are compelled by the scarcity of economic 
resources to establish systematic patterns of economic behavior in order 
that no urgent wants go wholly unsatisfied. Of the United States it is some- 
times said that the economic system is chaotic and disorganized; taken 
literally this is nonsense. No established economy is chaotic. The means of 
organizing its resources may obviously invite improvement, and the em- 
phasis it places on the satisfaction of certain wants against otlier wants 
may raise social and ethical questions; but the fact i-emains that human 
effort, capital, and natural resources must of necessity be organized, di- 
rected, or guided in some way— or no economy exists. 

There are, then, certain basic economic functions having a common 
origin in theTscarcity of economic resodrces. These functions are: (1) the 
production of an appropriate combirmfion of goods and services {the out- 
put of the econoniy); (2) the exaJmh^e of this output; (3) the distribution of 
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hwome among the members of the economy; (4) the comuhiption or me of 
the output. From what has already been said it may be seen that these 
functions are unavoidable, whether the economy be a feudal village, a- 
capitalist America, or a socialist Russia, It is the business of economics to 
investigate these functions in order to determine how an economic system 
works. In the remainder of this chapter these economic processes will be 
described briefly in order to summarize the subject matter of this book, 
and to bring out the cohesiveness of the economic processes* 
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THE PRODUCTIVE PROCESS: NATIONAL OUTPUT 
AND NATIONAL INCOME 

In the productive process human effort, capital, and natural resources 
combine to turn out a flow of commodities and services wdiich comprise the 
national output. The size of the national output is one of the principal mat- 
ters to be examined in this book. The size or, as it is commonly termed, 
the level of national output, and the level of employment of resources in 
its. production are discussed mainly in Chapters 4, 5, and 6. The level of 
national output and employment is but one aspect of an invest^ation of 
the productive process. Fully as important is the study of the composition 
of output; i.e., the amounts and types of things comprising national output 
and the types of employment required for its production* Chapters 12 
through 21 deal with this problem specifically. 

National output is defined as the money value of finished commodities 
and the money value of services rendered directly to persons.^^ First, fin- 
ished commodities are those in their final form for use; consumer goods 
on retail shelves or in salesrooms, as well as machinery, equipment, and 
buildings, are representative finished commodities. Their value is the 
market or sales prices of these commodities. Second, services counted in 
the measurement and definition of national output are those rendered di- 
rectly to consumers (or final users), such as the services of physicians, 
teachers, lawT-ers who give legal advice to persons (not to business firms), 
government employees, insurance salesmen, barbers, etc. It should be noted 
y. that services are distinguished between those rendered directly to persons, 
and services employed in the production, transportation, and sale of com- 
modities. The latter semce^ of factory employees, transport workers, re- 

tail clerks, and all others engaged in producing commodities appear in the 

prices of the finished products* On the other hand, services rendered di- 

; ^ ® National output is defined more /precisely in Chap. 4; meanwhile the term is used 

, in ’the general sense as, defiijed above.- ^ ^ 
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rectly to persons are not a part of commodity production (e.g., medical 
advice and attention rendered by a physician) and therefore are a distinct 
component of the national output. These also are measured by the cost 
or price of the service rendered. 

Usually the market values of finished commodities and services rendered 
directly can be computed so as to obtain annual totals for the national out- 
put. Thus the output may be perhaps 150, or 175, or 200 billion dollars in 
a certain year. Such a total is the end result of the employment of the 
nation s economic resources during a year; in like manner, changes in the 
totals from one year to another usually represent changes in the work per- 
formed (or employment) by these resources. National output is never large 
enough to satisfy all wants for the commodities and services it comprises. 
Even when the efforts and talents of a people and their capital are fully 
employed the resulting output falls short of satisfying all wants for con- 
sumer goods and services and producer goods. 

Along with the flow of national output goes a flow of income in the form 
of wages, salaries, profits, rent, interest, fees, and commissions to those 
who aid in the production of commodities and services. As noted previously, 
these are the principal money costs of producing the commodities and serv- 
ices comprising the national output. The income earned in the process of 
production is termed the national incomeJ It too is measured in money, 
so that in any one year the national income may be perhaps 150, or 175, 
or 200 billion dollars. The process of production, therefore, provides both 
the commodities and services for the satisfaction of wants, and the money 
income which enables people to buy these things. 

The connection between income and production should be clearly un- 
derstood. Income created by the productive process may be viewed as (1) 
real income and (2) money income. Real income comprises the actual com- 
modities and services making up the national output; by this definition real 
income and the national output are synonymous. Money income comprises 
the wages, salaries, and other payments earned by the tens of millions of 
income receivers in the economy; it is the principal money cost of pro- 
ducing the real income or national output. 

The Level of Economic Acflvify 

In this, country, and indeed in all the major communities of the world, 
there is little*" dispute over the desirability of maintaining high levels of 

^ National income is defined more precisely in Chap. 4; meanwhile it is used in the 
general sense defined above. 
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. 'national output, national income, and emplGyment The iiiaterial well-being 
of a nation is dependent in large measure on the level of its economic ac- 
tivity. For this reason, the causes and conditions governiiig the level of 
national output in the immediate future and over the long period of time 
have long been the subject of economic investigation. 

In the United States there are about 60 million persons who make up the 
labor supply, i.e., persons who normally seek work for a money income. 
There is, too, a vast amount of productive plant, installations, inachines, 
equipment, and other forms of capital at hand to aid this labor force in 
the production of commodities and services. Now the employment of both 
labor and capital is subject to rapid and sometimes drastic changes. At 
times practically all the labor supply is at work and the factories, mills, 
and other jplaces of work are actively engaged in production: this may be 
termed a condition of relatively full employment. At other times, many 
persons are out of work and part of the country’s capital facilities lie idle. 
Such changes are common in this country. Prosperity and high levels of 
employment are followed by depression and large-scale unemployment, 
bankruptcies, and severe individual and social losses. 

Over a period covering many decades, the economic resources of na- 
tions change. This has been so in the past and will continue to characterize 
the future. The grovi:h in population and labor supply, the accumulation 
of capital, and the growing efficiency of capital through technological 
change open up the f)i‘ospect of long-continued economic progress. But 
these long-term changes depend, ultimately, on the direction and nature of 
short-term changes in output, income, and employment 
The size of the national output, national income, and employment de- 
pends immediately upon the decisions of those who employ resources to 
produce commodities and services. MVliat prompts these decisions? Under 
a capitalist system it is chiefly the expectation of producers that they will 
earn a money income in their productive activities. The production of na- 
tional output entails a cost; this cost is principally the sum of national 
income paid and accrued to all who participate in its production. Now it 
follows from this that the ’national income received by the public at large 
.. : must be returned to producers in the purchase of their output. Only in this 
way can producers as a whole recover the cost of producing national out- 
':;,;r;'put' Aggregate dfmcHdS' ■(ie.,- aggregate expenditures) for commodities and* 
^services mhst ^thLerefore’’'equal'ih 0 ''ra^ or cost of national Autput, if this 
iV'; 'output xs to be, maintained^ ^ ''-v' v 



17 


^ THE BASES OF ECONOMIC ACTIVITY 

Aggregate detiiand is determined by: 

1. Th^ expenditures of consumers— consumer decisions to buy. 

• 2. The expenditure of investors for new capital— investment decisions. 

3. The expenditures of government— governmental decisions. 

Th« total income of the tens of millions of income receivers, however, 
is not spent by them entirely. First, some of it is set aside as savings; an- 
other part is taken by government as personal income taxes; both amounts 
are not spent by income receivers on commodities and services for con- 
sumption purposes. Consumer expenditures thus fall short of the value or 
cost of national output. If, on the one hand, savings are borrowed by in- 
vestors for the purchase of new capital, and on the other hand, if taxes are 
spent by government for its various public purposes, the whole of the 
income paid out in the course of producing national output is returned to 
the productive process. Of these three factors the amount of investment 
is most crucial, for investment is normally the principal means of putting 
savings back into productive channels. A fall in investment expenditure 
usually means a fall in aggregate demand^ and a consequent decline in 
national output, income, and employment; a rise in investment usually is 
accompanied by an increase in output, income, and emplo)nnent. 

Consumer expenditures, too, may initiate changes in total output. Con- 
sumers may spend more and save less, or spend less and save more, from 
one period to another. Government may also change its rate of expendi- 
ture. Such decisions effect changes in the size of the national output and 
national income. This is seen clearly when rapidly expanding governmental 
expenditures are made for war purposes; or again when, following a war, 
consumers increase their expenditure by using wartime savings. 

The central problems in the analysis of the level of output and income 
thus hinge on investment and savings. Investment in capital is governed 
largely by long-term expectations of profit; money is spent on buildings, 
machines, and equipment in the hope that a profit will be returned over 
a period of years. These expenditures on capital are financed in effect by 
drawing on the current savings of the economy. In this way savings are 
put back into the channels of industry and trade. When the economic 
resources of a nation are fully employed, national income is high and so 

It is at this point that considerable controversy is found. Why is invest- 

s Unless a fall in investment is accompanied by . an increase in consumer spending 
throxigli a decrease in savings. 
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merit periodically inadequate? \¥ill investment in the decades ahead be 
large enough to absorb the savings that would be set aside under condi- 
tions of relatively full employment? What governiriental policy is likely to 
be most conducive to adequate levels of irn'estment? Should savings 
reduced gradually (and consumer .expenditure increased accordingly) so 
as to permit high levels of output and income with relati\'e]y less irwest- 
ment? Or should savings be unimpaired and in\a=‘stmcnt enconraged so as 
to achieve the maximum long-term expansion of national output? These 
and similar questions are greeted with various answers by economists^ 
politicians, labor leaders, and businessmen. The purpose of Chapters 4, 5, 
6, and 7 is less to answer these questions than to provide the analytical 
basis for the student to appraise the problems involved. 

THE PROCESS OF EXCHANGE 

The second basic function essential to all economic systems is the ex- 
change of the commodities and services y>roduced among the members of 
the economy. The importance of this exchange function was iloted long 
ago by Aristotle, and of course long before his time exchange or trade had 
been, highly developed. This function is necessitated by speckiltzation in 
production. In the modern period each person and each prodi.ictive unit— 
a farm, factory, shop, or office— works on one thing, or a few things, or 
merely on a i^art that fits into a larger product. The output of each is des- 
tined to be exchanged; modern economic systems largely produce for the 
market, for sale or exchange at a price. 

An automobile plant, for example, specializes in the assembly of cars 
which are sold to dealers, who in turn specialize in the sale of the product 
to the public. The asseinbly plant obtains thousands of pieces and parts 
from hundreds of other plants specializing in the making of one or a few 
of these components. In turn, each of these plants obtains materials and 
parts from many other suppliers. Thus, when the production history of the 
finished automobile is taced it is found that thousands of different sx^ecial- 
ized producing units have played a part in its eventual assembly. Each 
. unit is a link in a complex chain of exchanges. The entire producthx' x>cocess 
is linked together in this way,, with the chain of exchanges bringing finished 
, commodities to the final consumer, , 

In either a highly spec^xzed. economy such as the United States or a 
y. simple agriculturareconomy, -the', need^ to- exchange commodtlies and serv- 
ices requires ya ' and a meam of exchange. The basis of 

ex<^hange or 'pnoe. The means 'of exchange is money. Two wholly 
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* dissimilar tilings, as a bushel of wheat and a work shirt, must be 
reckoned on a common basis before an exchange can take place. If both 

• are priced at $2 the basis of exchange is established. However^ it is un- 
likely that the owners of wheat and of the work shirt would be able to 
exchange these products in kind conveniently, even though both were 
valued equally in the market. In practice each exchanges his product for 
money, lire means or medium of exchange, and with the money he is free 
to buy the other product or any product available for exchange. 

The bulk of the national output is produced for exchange, i.e., for sale 
in the markets of the country. Its monetary value is its aggregate sale price, 
and its exchange is effected by the use of money. 

The Monetary System 

Money is used in virtually every step in the process of producing die 

• national output, which is carried out by innumerable specialized produc- 
; tion units. Commodities and services flow from these units to the ultimate 

buyers of the output. Production requires money payments from producers 
to thosfewho aid them in production in the form of wages, salaries, rent, 
interest, and other incomes. These incomes flow back to the productive 
units wiien income receivers spend ^money to buy goods; if, part of income 
r is saved it flows back to producers when investment is made. Thus, money 
is the medium of exchange in the modern economy. Producers exchange 
J money in return for goods sold to them and services rendered to them by 
employees and others in the productive process. Those who receive money 
[1, income in turn exchange most of it with* producers for the purchase of 

I consumer goods. In the American economy and in all other advanced eco- 

i nomic systems, production, income distribution, and consumption are there- 

I fore dependent upon exchange and the use of money. 

I The principal source of money supply is the banking system. Its role as 

I the creator or producer of money is of utmost importance because the 

f basic economic processes rest on the use of money. Too little mone)^ or 

I too much money tends to disrupt these processes. It is consequently neces- 

sary to ’^understand the methods by which the supply of money is made 
available—the laws, banking regulations, and business customs and prac- 
tices, as they oj}erate within the structure of the banking system. Increas- 
ingly the conditions governing the supply of money are a concern of gov- 
ernment and have become subject to governmental control, in an attempt 
to assure (among other things) enough money fof governmental needs as 
v^^ell as enough to^piiterpiiser^CTojatti^h levels of economic activity, ^ 
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Chapters 8, 9, 10, and 11 discuss the. monetary , pid baiikhig "k^stenis .of this'.; 
country and their role in the exchange of the commodities and s.ei*vices 
coiiiprising the national output. ^ 

The Price System , 

The prices of consumer goods, producer goods, and services^ form a 
system of prices. By and large in this economy the production of an eco- 
nomic good is regulated by its selling price and its cost of production rela- 
tive to other prices and costs. In turn its cost is composed of the prices of 
materials and services used in its production. Thus there exist changing 
relationships among many prices which regulate the production of types 
of things and their relative amounts. 

The bulk of national output in this country is produced by private busi- 
ness in expectation of profit. A producer makes something out of his busi- 
ness venture only if the price at which he sells his output is high enough 
to cover his costs and leave something for him as profit. This puts the 
problem simply, but this is virtually all that counts in the calculations of 
the producer. Prices are the inducements, and costs are the obst;gcIes, to 
production; if the producer expects these obstacles to be surmounted, he 
will produce and thereby contribute to national output, national income, 
and employment. What is produced, and how much of each thing is pro- 
duced, are decisions determined by the relations of prices. 

That is to say, the composition of the national output is mainly deter- 
mined by the producers’ expectations of production costs, sales prices, and 
volume of sales. As each producer engages in production in accordance 
with these profit expectations, economic resources are hired, bought, or 
employed and put to work. From these actions comes the pattern of re- 
source allocation, which means the relative amounts of labor, capital, and 
other resources devoted to the production of each type of goods—wdreat/ 
books, lumber, greeting cards, aluminum, cigarettes, etc. The investigation 
of resource allocation is one of the central interests in the field of eco- 
nomics and for tliis reason the determination of relative prices is important; 
this latter subject is treated in Chapters 12 through 16. 

The profit expectations of producers govern not only the composition 
of national output but also in large measure the level of national output, 
income, and employment When profit expectations generally are favor- 
able— i.e., when cost, price, and sales expectations of most producers are 
optimistic— total output rises; when these expectations are gloomy, total 
, ' output is de]^res$e4. In a capitalist economy such as the United States aiid 
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Canada, both •the composition and the level of national output are gov- 
erned principally by producers' expectations of their costs, selling prices, 
volume* of sales, and profit margins, 

Infegiafional Exchange 

The exchange of commodities and services is world-wide. Goods pro- 
duced in this country are carried to all parts of the world and a great 
many things produced elsewhere are imported. Foreign trade is an out- 
growth of international specialization. There is, therefore, an international 
allocation of productive resources, achieved in part by price-cost relation- 
ships throughout the world and by governmental regulations controlling 
imports and exports. The exchange of commodities and services through 
world commerce is," like domestic exchange, carried out by means of 
money; in this case, however, the money used comprises American dollars, 
English pounds, Mexican pesos, and the monies of all other countries. 
International trade and finance are discussed in Chapters 34, 35, and 36 
where they are related to the major problems of this book, namely, the 
composition of national output and the level of national output, national 
incomef^and employment 

THE DISTRIBUTION OF INCOME 

The distribution of income, like production and exchange, is a function 
which is performed in any economic system. Every economy must work out 
methods of distributing income. Output and therefore income is limited; 
at any one time to give more to one person or group means to give less to 
others. How, tlien, should income be distributed? If more for one means 
less for another, on what basis shall this decision be made? All wants can- 
not be satisfied. Whose wants shall be more fully satisfied and whose less 
fully? 

This is the problem of the distribution of real income. Real income has 
been defined as commodities and services; the distiibution of these goods 
among the members of society is therefore the distribution of real income. 
The material well-being of persons and groups depends chiefly upon their 
relative shares of the national output. Those who have for themselves a 
good share of output are, clearly better off in a material sense than those 
whose shar^is much less. It is for this reason that the most contentious 
problems of society arise from the distribution of income; throughout the 
ages the 'haves" have fought to maintain their favored position and the 
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‘liave iiots’' to gain for themselves a ' larger share of real ineome .and so to 
become ‘liaves/’ ' ", ' ■ 

In this country the distribution of real in come is governed largely by 
. the distribution of m oney income-wages, salaries,: profits, rent, etc. These^^ 
incomes constitute claims to commodities and services, i.e., they constitute 
the power to .purchase these things. This method of cllstribiition involves 
the following principal steps: (1) that the money income is .paid primarily 
to those who take part in the producing, of national output;. (2) that the 
amounts of income thus received are determined in general by each per- 
sons or group’s importance in the production process; (3) that the total 
incomes paid out in the productive process approximate the total \ailue 
(or amount) of national output: and therefore (4) that national output is 
largely distributed in accordance with the productive effort furnished by 
each person, either in the form of personal services or the services of the 
things he owns. 

Money incomes depend on prices paid for the productive services of 
economic resources. A wage is the price paid for the services of a worker, 
rent is the price paid for the services (i.e., use) of land and buildings, etc. 
Tliese j)dces are determined in a manner similar to the prices of com- 
modities. Therefore as ‘prices of productive services,” income disl^ibution 
is analyzed as an aspect of price determination in Chapters 17 through 21. 

^ The distribution of income among people is customarily termed the 
person-al dktribution of income. Attention is centered on these questions: 
How is the total distributed among income groups? What is tlie extent of 
income inequality? What are the principal causes of incxpiality and the 
principal consequences? What may be done to lessen the great spread be- 
tween high and low income? Chapter 37 summarizes statistics on income 
distribution showing the numbers of income receivers in various income 
groups, ranging from the very low to the very high incomes; this may be 
termed the pattern of personal income distribution. The economic signifi- 
cance of the pattern of personal income distribution is analyzed in Chap- 
' ' ■ ter 38. ’ 

Personal income distribution in part governs the saving-spending activi- 
ties of the nation s income receivers. Income statistics show that the bulk 
of the nation s personal savings is set aside by a relatively small fraction 
of income receivers— the majority spend all or virtually all of their incomes. 
It is probable that a lessening' of iacome inequality woulcTrecluee savings 
and increase consumer 'spending,- while an increase in inec|nality would 
. , have the opposite effect As tptal national income increases, individual in- 
'''y'::'"(y'^(comBS'm'rgeneral'Tise^''7and7savmg^ 
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sumer expenditur^. As total income declines, savings as a whole declilie 
lelatively more than consumer expenditures. 

The way in which national income is distributed also influences the pat- 
tern of consumer expenditures, i.e., the proportionate expenditures for such 
things as food, rent, clothing, recreation, and education. Nearly all the in- 
comS of the low-income groups is spent for food, rent, and clothing; as 
incomes ^increase, however, these items account for a declining portion of 
consumer expenditure while recreation, education, and medical outlays 
account for an increasing fraction. Changes in income distribution there- 
fore tend to alter the pattern of consumer expenditure. Since consumer 
demand or expenditure plays a large part in guiding producers, the com- 
position of national output and the allocation of resources are accordingly 
regulated in part by income distribution. 

The personal distribution of income, tlieref ore, is intimately related to 
the central theoretical problems of this book, namely, the causes and con- 
ditions regulating (1) the level of national output, income, and employment, 
and (2) the composition of the national output. In turn, the level of total 
income and changes in the level profoundly affect the distribution of 
income.^ 

.'usSiP;: . ■ ■ " 

THE PROCESS OF CONSUMPTION 

The fourth major process in the economy is the consumption of output. 

It has been seen that the composition of the national output covers a great 
range of commodities and services. Most of this output consists of con- 
sumer goods which are ready for the final stage in the economic process, 
i.e., consumption or the satisfaction of wants. Each component of national ; 

output is limited in relation to the wants for it. Therefore, the questions at 
hand are: How are consumer goods and services apportioned among the 
po|)ulation? How is the consumption of scarce things decided? What de- 
termines how much of this or how much of that will be consumed? and [ 

who shall consume this or that? \ 

In some way, each economic system must establish a method or methods j 

of guiding and limiting consumption. The American economic system does 1 

so largely by means of prices, which are taken to include the incomes peo- I 

pie receive. Things that are very scarce (in relation to the desire for them) i 

sell at high prices, and only the consumers who man afford such things are : 

able to satisfy their wants for them. Take, for examx^le, platinum mink 
coats. Very few of 'these coats are made- eadh-year; in this the. wants ' ' - j 

are many but only few are destined to he satisfied. And whose wants? Those : 
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of the few people who are able and willing to ]3ay $30,000 or iiiore for 
such a coat. The limited supply is effectively apportioned among con- 
sumers, for only a handful are interested in the article at this price, The 
consumption of so scarce an item could, of course, be regulated in other 
ways. A lottery could be established for the disposal of the coats. Or gov- 
ernment could apportion them free or at a nominal price to the wivOs of 
top-ranking public officials and service officers, or perhaps present them 
to women who had given birth to some large number of children. Many 
other criteria could possibly serve as bases for the apportionment of such 
a scarce item. 

On the other hand, many items in the national output are produced in 
large amounts. Bread is an example. Its low price assures a widespread 
consumption. Scarcely any family need go without some bread, and most 
families will consume about as much as they want of it. Other means of 
assuring a wide apportionment of bread could be adopted. For example, 
public authority could allot a certain amount to each person under a ra- 
tioning system. In either case consumption is apportioned; in the one case, 
no more is consumed than people are able and willing to pay for, in the 
other, no more than the rationing authorities permit. 

Whether it be platinum mink coats, bread, or any other item in the 
national output, the basic problem is the same in all economic systems; 
goods and services must be allocated or apportioned in some manner, for 
the amounts of these things are not adequate to satisfy all wants. That is, 
means are established to restrict total consumption to the available amounts, 
and by the same token the consumption of each person (or family) is re- 
stricted. 

THE PRINCIPAL ECONOMIC DECISIONS 

The processes described above— the production and exchange of na- 
tional output, the distribution of national income, and the comumptlon or 
use of the commodities and services thus produced—ali center about the 
making and disposing of money incomes. The processes depend on in- 
numerable economic decisions made by producers, consumers, government, 
and organized groups in carrying on their roles in the economy. Economic 
behavior involves the selection of alternatives; not having a plethora of 
want-satisfying things, copsumers must choose between this or that, or 
betw^een more of this and less of that. Given their limited indomes people 
must choose betw^^een spending more and sa\dng less, or spending less and 
saving more. In their turn, producers choose among the many things that 
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may be prodifcec^ and the possible amounts. In its economic functions, 
government too makes decisions: Should taxes be raised or lowered? 

^Should government spend more or less and for what purposes? Should 
government action strengthen this group against that group? 

The decisions to spend, save, tax, borrow', to employ resources and make 
things, are interrelated and form the pattern of economic behavior. In 
effect tirey produce a unity among the processes of producing and ex- 
changing national output, distributing national income, and consuming 
national output. 

In whose hands should rest the responsibility for making economic de- 
cisions? What division of responsibility should be made among govern- 
ment, employer, employees, and consumer? Should the basic decisions of 
the economy be made largely by government authorities, or largely by 
private persons or groups? In Soviet Russia these questions are answered 
in one way, in the United States in another way. In both countries, the 
same kinds of decisions must be made: commodities and services must be 
produced and the output must in some way be distributed so that some 
human wants may be satisfied. 

As h^ already been indicated, economic decisions that mold the char- 
acter and determine the activities of the economy may be classified as 
(1) decisions of producers, (2) decisions of income receivers, and (3) de- 
cisions of government. This classification is brief but adequate for present 
purposes. 

Producers' decisions lead to the employment of economic resources for 
the production of commodities and services. These are decisions to spend 
money for hiring of labor, obtaining materials, procuring or hiring capi- 
tal, and for insurance, public-utility services, and other miscellaneous 
items. Although it is arbitrary to establish a scale of importance among 
economic activities, there is much to be said for placing producers' de- 
cisions foremost. They play an initiating role in the economy; from these 
decisions there is initiated the stream of commodities and services making 
up the national output and also the stream of income payments making up 
the bulk of national income or purchasing power in the hands of the 
public. 

In the American economy most of the decisions to produce are made by 
private enterprise in search of profit; corporations, individual enterprisers, 
and partnerships are forms of' organization in which most producers in 
this country operate: they ax’e described in Chapters 25, 26, and 27. The 
expectation of profitable sale or use prompts the decisions of these pro- 
ducers. This has" been variously termed the profit motive^ the pectinianj 
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motimp or the self-interest motive, and tlie system of^prddiiction based 
thereon is commonly termed the private enterprise sijstem or capitalism. 

The role of producers’ decisions in organizing and guiding the produc- 
tive process may he sketched only briefly here. In deciding what kinds of 
consumer goods to produce and in what amounts producers appraise or 
gauge their markets, i.e., tire diverse wants of the consiimiiig public?, the 
income in the hands of this public, and the willingness of people Jio spend 
money for the purchase of goods. Such appraisals result in given outputs 
of food, shoes, suits, handbags, radios, automobiles, cigarette lighters, and 
countless other things, i.e., in the composition of consumer goods in the 
national output. The allocation of a large part of the nation’s resources oc- 




curs in the same way; producers’ decisions determine the number of peo- 
ple employed in the various branches of industry. Thus the profit motive 
supplies the driving power, and the profit expectations the guideposts, for 
the productive mechanism in a capitalist economy. 

Before a sizeable volume of consumer goods can be produced, however, 
producers must build plants, install machines and equipment, and acquire 
other forms of capital facilities. Decisions to spend money for these x^ur- 
poses are termed investment decisions. Casual observation will di^ose the 
particular importance of such decisions in the American economy, for the 
American productive system is pre-eminently a cax^ital-using system. In- 
vestment decisions are made on the bases of producers’ appraisals of future 
consumer demands. Decisions to invest, together with, decisions to pro- 
duce consumer goods for current consumption, dominate tlie allocation of 
resources, the types of goods and services produced, and the total amount 
of national output produced. 

From this discussion the role of consumers’ (income receivers’) decisions 
is apparent. Consumers exert their influence simply by buying what they 
want and can afford and rejecting all else. The market place has been 
likened to a great polling boofli where consumers’ dollars are the ballots. 
The many products campaign for the support of the consumers whose 
ballots consign some to that large and costly graveyard of imwanted x?rod- 
nets, the rest to a life of uncertain duration and of varying degrees of 
success. Freedom of consumer choice or decision is a central characteristic 
of capitalism; except for a limited list of legally forbidden things, con- 
sumers may spend as their incomes permit and their tastes dictate. Fro- 
,v . , ducers, of course,, attempt to .influence these tastes through advertising. 
. The results of consumers’ choices may not always satisfy some standards 
; bf morality, good, taste, and, nutrition, but the fact remains that consumer 
expenditure 'measures vrahts, taldhg consumers and their incomes as they 





THE BASES OF ECONOMIC ACTIVITY 


27 


are. Producers* sensitive to the market, adjust production accordingly, for 
their (incisions are basically derived from actual and expected consumer 
, decisions. 

Labor unions participate in the making of economic decisions by influ- 
encing wage rates, hours of work, and other conditions of tlieir members. 
The growth, characteristics, and activities of unions are discussed in Chap- 
ters 28 and 29. 

Governmental decisions, or governmental policy, enter into the economic 
scene in many ways. Of special importance are fiscal acti^dties— the taxing 
and spending policies of government. In the years 1941-46 nearly one 
third of the national income was absorbed by federal, state, and local taxes. 
The Federal government purchased nearly half of the total national out- 
put in 1943-45, most of it for war purposes. Wartime expenditures ex- 
ceeded tax revenue by about 50 billion dollars annually and the federal 
public debt increased accordingly. These fiscal developments arose out of 
the exigencies of war but their economic and financial effects will be felt 
indefinitely into the future. Both governmental expenditures and tax re- 
ceipts in the years ahead are likely to be far above prewar levels; for this 
reason ^he economic aspects of government financial activities are now 
of especial importance. In Chapters 31, 32, and 33 the tax system, govern- 
mental expenditures, and public-debt problems are described; and their 
effects on income distribution, the composition of national output, and the 
level of output and employment are analyzed. 

In still other ways governmental policy affects the use of economic re- 
sources, types of output, and the distribution of income. Minimum-wage 
legislation, old-age and unemployment insurance, the regulation of banks, 
and the issuance of corporation stocks and bonds, control over agricultural 
production and prices— all are examples of far-reaching governmental in- 
tervention in tlie economic processes.. 


Economic Decisions as an Expression of Economic Systems 

The decisions that activate this economic system have been tradition- 
ally individualistic in origini Recent times, however, have witnessed the 
growing power of organized groups that assume for themselves the func- 
' tidn of making economic decisions. Labor-union officials speak for 'labor, 
farm organization officials for ''farmers " large corporations or associations 
of firms for the other bu^^ess firms in their industries. Decisions relating 
to prices, production, wages^ and investment tend to emanate more and 
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groups. Government in its fiscal and regulatory policies slfifts many de- 
cisions from private to public hands. The traditional individiialism^in the 
making of economic decisions has therefore become modified— sometimes 
strengthened, sometimes supplanted, and at least occasionally perverted— 
by the action of organized pressure groups and government in the economic 
sphere. * 

Decisions to invest, employ, produce, spend, and save do not rest largely 
on individual or private group interests in other types of economic systems. 
The principal decisions in Soviet Russia are made by governmental author- 
ity. The contrast between the Soviet system and the private enterprise 
system of this country is brought out in Chapters 30, 41, and 42. It rests 
essentially on the location of the power to make economic decisions. In 
capitalism, power is essentially decentralized; each producer and con- 
sumer plays an individual pait and decisions are prdinpted by motives 
private to those who make tliem. In communism, on the other hand, eco- 
nomic decisions are centralized in the governing bureaucracy and are 
prompted by motives common in the bureaucracy. However these decisions 
are made, the central economic problem is the same: to get tlie best re- 
sults from limited economic resources for the satisfaction of thg^ wants 
which the system permits to be expressed. In the American economy these 
wants are largely for the individual to express in accordance with his own 
ends or goals; in communism the wants that may be satisfied are largely 
for the governmental bureaucracy to establish and measure. In short, the 
want-satisfying decisions (which encompass directly or indirectly all eco- 
nomic decisions) are decentralized in one and centralized in the other type 
of economic system. 


CHAPTER 2 

Change and Growth in the Economy 


Every economic system establishes some means of organizing and regu- 
lating the basic , economic activities essential to the satisfaction of wants. 
By the productipe^ process natural resources, capital, and human effort ai;e 
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arranged so as» to obtain the things that are deemed necessary or desirable 
by the society. This output must be exchanged, for in all foims of social 
life production is more or less specialized; hardly anyone produces all the 
things he needs and no more. The production of output creates income 
which must be distributed. The production and exchange of goods and 
services and the consequent distribution of income consummate in the use 
of output, which is primarily the consumption of goods and services. Be- 
cause output is scarce and is insuifficient to satisfy all wants, some method 
of regulating consumption is requisite to every economic system. These 
constitute, then, the basic activities which have occurred in various foims 
in the economic systems of both the past and present. 

In this chapter there are traced the main outlines of these economic ac- 
tivities as they developed and changed in the economy of western Europe 
from the feudal period to the present. A brief review of economic history 
will aid in the understanding of modem economic organization in several 
ways. It is obvious that the economy of the United States emerged from 
the western European social, political, and economic environment and 
must be analyzed partly in terms of historical development. Moreover, 
reviewing economic history makes clear the fact of change in economic 
life. From the Middle Ages to the present, western Europe went through 
a series of revolutionary economic developments; wars, political reforma- 
tions and revolutions, technological innovations, movements toward geo- 
graphical expansion, population increases, ideological conflicts— all have 
transformed the ways in which people make a living. Economic systems 
are never static; the channels of development and the directions of change 
in the past not only illuminate the nature of modern economies but also 
provide a basis for regarding the prospects of the future. Finally, a long 
period of growth and expansion in output and income is perhaps the most 
significant feature of the economy of the West, and particularly of the 
United States; again, it is necessary to examine the historical process in 
order to encompass a full understanding of this fact. 

THE ECONOMY OF THE MIDDLE AGES 

The economic world of vvestern Europe five or six hundred years ago 
bears little resemblance to that prevailing today. Indeed, if a medieval 
man were to visit present-day France or England he 'would find but a 
few vestiges*^-sm*vmng chiefly for ceremonial purposes— of the economy 
in which he lived and worked. The predominantly agricultural feudal 
economy, with only a limited handicraft industry, has been replaced by a 
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system with world-wide economic relationships in which are found great 
mechanized industries and large trading and financial centers. The local 
economic self-sufficiency of feudalism has vanished. A medieval marl might 
now find his isolated village a town or city, dependent upon all Europe ^ 
and much of the world for many of the things its inhabitants consume. 
Instead of the local exchange of necessities and meager comforts thr0iigh 
barter, he would find a complex marketing and monetary system. The slow 
tempo of medieval life, rigidly regulated by religion, law, and custom, has 
been transformed into the modern dynamic of speed and progress. Most 
striking of all changes greeting this medieval visitor would undoubtedly 
be the great plenitude prevailing in ordinary times even among the poor. 


And America, unknown in medieval times, would afford him still greater - 
contrasts than western Europe in opulence, in the nature of economic or- 
ganization, and in the dynamic character of economic life. 

No more than a brief survey of the economic elements of the medieval 
period can be attempted here. A cursory glance can bring forth only the 
dominant characteristics of so long a period as that ranging from the sixth 
or seventh century to the fifteenth century, and so diversified as to em- 
brace botli a well-developed commercialism in the Mediterranean area and 
a predominantly agricultural economy in Continental Europe. ^ 


The Conception of Economic Activity 

To the medieval mind economic activity was an essential but subordinate 
aspect of human behavior. The main purpose in life was not to 'get ahead” 
in a financial or worldly sense. The prevailing philosophy of the period 
and the attitudes and beliefs of people in general were dominated by the 
theology and institutional power of the Church. Worldly possessions and 
interests were subordinated by this theology to the main purpose in life, 
which was to attain salvation. To be sure, the economic tasks of each 
community had to be performed: necessary goods and services were pro- 
duced and to a limited extent exchanged, income was distributed, and 
economic goods were consumed. But these economic activities were re- 
stricted. The observance of scores of holy days in the course of the year 
curtailed production; fulfilling spiritual needs was held sux^erior to further- 
ing material satisfaction by increased production. Moreover, although the 
exchange of goods was of; course essential, the prices of goods in exchange 
. were ruled by considerations of justice and fairness and not material gain. 
The individual who sought; to increase his income and accumulate wealth 
, ^ roused suspicion. The rich rnkn Ayas considered to have gained his wealth 
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at the expense* of others and thereby to have lessened his chances of sal- 
vation. As for consumption, the prevailing view cautioned moderation; the 
^pleasures of the flesh diverted attention from man’s only meaningful earthly 
purpose— to seek grace and prepare himself for salvation. 

However, there were flagrant violations of the spirit and letter of the 
morM code. The arts by which men grow rich were well-known and often 
practiced, but still received no social approbation. In discussing the preva- 
lence of avarice and greed in high places, Tawney observes that medieval 
men "called these vices by their right names, and had not learned to per- 
suade themselves that greed was enterprise and avarice economy.”^ In 
feudal times, unlike a later period, economic behavior was judged on moral 
grounds and not measured in terms of its material dividend. 


The Sfrucfure of Wants 

The organization of the productive process of an economy is guided in 
large measure by the wants it serves. In the medieval economy tlie satis- 
faction of wants, or consumption, was regulated by tire laws and customs 
defining each person’s place in society. This society was a hierarchical 
system of classes— a pyramid with a broad base made up of slaves, serfs, 
and artisans, a higher level composed of merchants and master craftsmen 
in the towns and feudal retainers in tlie country, and at the apex, the 
nobility of both the laity and the Church. Within each class further differ- 
ences existed; the lower order of people revealed gradations as did the 
nobility. Each group had its assigned functions, hallowed by ti'adition and 
religion and enforced by law. The lower orders worked to provide society 
with its mateiial requirements; the lay nobility and retainers looked after 
its defense and the administration of civil government. The clergy minis- 
tered to the spiritual needs and because of the enormous authority of the 
Church also participated in political administration. Each class, then, had 
well-defined duties, responsibilities, and privileges. Except for the clergy, 
which drew upon all classes to an extent, ones position in life and there- 
fore his occupation depended principally upon the class into which he was 
born. Little chance prevailed to ‘"better oneself’; the accident of birth de- 
termined one’s j)lace in the social system* . s 

This social hierarchy entailed an ordering of human wants; want satis- 
faction, or consumption, was fixed chiefly by one’s "station in life.” The 
whole hierail^hy— serfs, tenants, artisans, the minor nobility, the great no- 
bility, and all the other functionaries in, this ordered system— enjoyed estab- 

3 H. H. Tawney, Religion and the Mse of Capitalism^ Harcourt, Brace, 1926, p. 61. 
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lished rights and performed their customary duties. Among 4lie rights— but 
probably not the most important— was that of receiving a 'living” in ac- 
cordance with one's station. The clothes a man wore, the amount of food 
he consumed, the dwelling he occupied, the fancies he could indulge and 
the luxuries he enjoyed, were determined by the customs and law regu- 
lating his station in life. The structure of wants was therefore governed 
by political authority and heredity under the sanction of tradition; "free 
choice” played little or no part in the individiiars actions. Thus controlled, 
the consumption of the bulk of the population was limited to the barest 
essentials, while those whom birth had favored fared well by the standards 
of the time. It might be said, of course, that the limited productive capac- 
ity could provide no more than custom decreed for consumption. The same 
influences, nevertheless, which restricted consumption also fettered the pro- 
ductive activity of the feudal period. 

The Organizafion of Production 

Productive activity throughout this period was rooted largely in agri- 
culture,- Land was the great source of wealth. It was let out by the nobil- 
ity under a complex system of tenure to the serfs and tenants ^^o paid 
feudal dues for the privilege of working it and bound themselves to render 
service to the nobility. The villa or manor was the principal economic unit 
in rural areas, around which agricultural output and handicraft activities 
were organized. The bulk of the laboring population was thus tied to 
agriculture by feudal law; they worked their own small tracts only part 
of the time, for some of their time and effort they owed to the lord of the 
manor. The crops produced, the methods of tillage and harvesting, and 
the other tasks performed on the lord's domain were rigidly controlled by 
custom. Indeed, little else was known except the backward farming prac- 
tices handed down from father to son. Crafts were conducted similarly. 
Productive methods were static and, judged by modern standards, primi- 
tive. Most of the power used was human, aided by scrawny work animals; 
"labor-saving” devices were of little importance. Innovation in farming and 
in the handicrafts— if it occurred to many at all— encountered the opposi- 
tion of entrenched ideas and practices. Thus were production and consump- 
tion alike organized and regulated by the same kind of rules. 

: Trade and handicraft industries in the towns were restricted by custom 

• 2 Jjj Mediterranean an extensive commercial trade flourished after the ninth century, 
but its area was restricted and it did hot substantially affect the continental economic 
structure. - 
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and also by the power of the guilds. Guilds were local organizations of 
merchants (merchant guilds) and craftsmen (craft guilds). Their purpose 
was partly to assure to their members a monopoly of the trade and indus- 
try in their respective towns by keeping Foreigners'' out entirely or at 
least by closely restricting their activities. Guilds also regulated the activi- 
ties^of their members, seeing that each received his Fair share" of the 
local business and no more. Craft guilds determined the number of appren- 
tices and journeymen each master craftsman could employ, the quantity 
and quality of the goods he produced, the price charged for the product, 
and the amount of raw materials he could buy. The craft guild performed 
important services. It was the only means of training workers for skilled 
occupations; and its apprenticeship regulations also assured high quality 
of goods produced. 

The regulation of productive activity imposed by craft and merchant 
guilds was reinforced by the tenets and methods of the Church. Its doc- 
trines insisted upon fairness and justice in economic activity. The system 
of economic ethics it advanced, concurrent with prevailing custom and 
public sentiment, created an atmosphere that discouraged the expansion 
of business interests during the period. Trade was tolerated uneasily as a 
necess^y part of the life of the community; industry was regarded as 
necessary to satisfy the customary needs of the community. No more was 
granted. The subsequent growth of trade and industry found little or no 
ecclesiastical support. Support instead came from secular authorities, and 
in the later medieval period particularly from the national governments 
which endeavored to build up political and military power by the acquisi- 
tion of wealth. 

The medieval productive process, both on the manor and in the towns, 
was bound by tradition, by local monopolistic influences of guilds, by the 
ethics of the Church. The , spirit of the age was not economic; while the 
age was politically turbulent it was economically quiescent. Production and 
trade sufficient to maintain the traditional hierarchical standards of income 
and consumption was enough. Whether with the resources at hand medie- 
val society could have attained higher levels of production, income, and 
consumption is a matter of conjecture.® It is significant that there seemed 
to be little interest in the question at the time. 

s Max Weber in his provocative book The Frotestant Ethic and the Spirit of Capi- 
talism (London, 1930) argues tliat it could not; the Protestant Reformation alone sup- 
plied tlie sinrij;ual drive behind tlie subsequent growth of capitalism. R, H. Tawney in 
his Religion and the Rise of Capitalism (Harcourt, Brace, 1926) holds that the dissolu- 
tion of feudalism and the rise of capitalism had no religions cause but botb developments 
were stimulated by the Reformation. Students interested in this large question are urged 
to consult these important works. 
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' The Exchange Process 

Like other elements in the economic system the exchange of goods and 
services in the medieval period was hedged about by moral considerations; 
and it was limited further by the paucity of money and the difficulties of 
transporting goods in trade as well as by the locally self-siifRcient character 
of the economy. Purchase and sale were in large measure subject to the 
Church doctrine of Just Pricey which established the standard price con- 
sidered just when buyer and seller exchanged equivalents. The price of 
a product w^as expected to equal roughly the cost of production; costs in- 
cluded a ''fair wage” and a "fair profit.” It was agreed that a person was 
entitled to a fair wage and a fair profit, and therefore to a fair or just price 
for his goods. In this way the consumer, too, was entitled to protection 
against unfair prices. 

This concept subordinated the economic function of price as it is re- 
garded in modern economics. Today prices are expected to equate the 
supply of and the demand for goods and services, and to eflFect an alloca- 
tion of economic resources and a composition of output appropriate to the 
demands of the market. The medieval view of price, however, not 
wholly overlook this definition of its function. Of necessity supply-and- 
demand influences exerted a control over market but regulatory 

measures, both by authorities and accepted moral standards, tempered 
these influences. A seller was not to charge so high a price as he could get 
for his product, nor was he expected to take the least price a buyer was 
willing to pay. 

While fairness in exchange was the ruling principle, many prices escaped 
the moral injunction. The purchase of foreign wares was not easily gov- 
erned by rules of morality. What was the cost of producing silk or jewels 
brought in from the East? Obviously no measure of fairness was possible 
for such goods. Moreover, since only the rich bought silk and jewels there 
was no compelling reason to protect them against unscrupulous traders. 
As fhje scope of foreign trade grew, particularly in the Mediterranean area, 
prices more and more eluded the mandate of morality and came under the 
market forces of supply and demand. Throughout the feudal period, how- 
ever, local producers and local consumers were accorded the protection 
of the Just Price concept as enforced by the Church, the guilds, and local 
. authority. As the feudal economy disintegrated, exchange develoi^ed rap- 
idly and prices came to be more freely determined by the forces of supply 
' and demand. ‘‘ \ v A 
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The Disfribufion of Income 

• The division of income in feudal society was determined largely by a 
person s position in the social hierarchy. One of the class rights of a person 
was^the right to an income sufficient to maintain him in his “station in 
life.” Thus, a cobbler or a tailor was entitled to a certain income; he was 
entitled to a just price for his work, i.e., a price that gave him sufficient 
income to maintain him in his customary station in life. A just price in this 
.definition implied a fair income— a fair wage or profit. The peasant working 
on the land had a right to a certain *share of the produce, enough to main- 
tain him in his station. Similarly, the lord of the manor had a right to a 
portion of the produce of the land as well as to dues from his retainers. 
Income distribution bore little or no relationship to the amount of work 
one did, or to whether one worked at all. Like consumption, it was regu- 
lated rigidly by one’s position in the prevailing social and political hier- 
archy. 

MERCANTILISM 

At the time of the dissolution of the feudal economy and the emergence 
of the modern age, mercantilism began to dominate economic thinking. 
No well-defined limits can be given to this period. By the end of the 
seventeenth century mercantilism was fully developed, and a century later 
it was clearly declining. During this period economic policies developed 
hand in hand with the growth of national states. In its political aspect, 
mercantilism characterized the process of state-biiilding and the quest 
for national power which arose from the political localism and military 
insecurity of the medieval period. In its economic aspect, mercantilism 
sought to encourage the growth of capital, and to create industry and trade 
which would provide the national state with the economic means of at- 
taining military and political power. In effect the activities of the mercan- 
tile class were seiwed by the architects of the national state. A profitable 
and far-flung trade benefited the separate interests of both the merchants 
and the rulers of the state. 

Purely economic activities grew in importance and in respectability from 
the fifteenth century. Trade was foremost among these. Despite the suspi- 
cion cast upon it by the churchmen of the Middle Ages, the growth of 
trade was irresistible first in the Italian city states, then in the Low Coun- 
tries and the Hanseatic cities, and finally, in ^.11 of western Europe. The 
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so-called Commercial Revolution of the sixteenth and seventeenth centuries 
marked the shift in trading supremacy from Italy to the Atlantic, and even- 
tually to Great Britain. Mercantilist policy fostered and controlled this rise 
of commercialism; indeed, the strength of a state was measured largely 
by its merchant fleets and the gold and silver derived from trading. 

The central economic doctrine and policy of mercantilism-— the celebf ated 
favorable balance of trade— bears witness to the exalted position accorded 
to trading and to the gold and silver specie derived from it. A favorable 
balance of trade for a country meant that its exports were of a greater 
value than its imports, .with the excess of expoHs over imports being re- 
ceived btj the country in the form of gold and silver. In this way the state 
provided itself with the financial basis of power and with the money re- 
quired for the expansion of industry. Mercantilist governments therefore 
fostered export trade. This was done by granting monopoly privileges to 
trading companies, such as the particularly successful East India Com- 
pany and the trading companies formed for the development of the Ameri- 
can colonies. Besides political support, governments also provided direct 
financial aid to many trading companies. Export trade was often encour- 
aged by means of bounties on exports paid from the national treasuries. 
Domestic industry was stimulated to provide the goods supplying the 
export markets. At the same time imports of goods, particularly manufac- 
tured goods, were discouraged and sometimes prohibited, as a measure to 
protect domestic industry and to assure an excess of exports over imports 
and therefore an inflow of gold and silver. 

The growth of trade was affected, furthermore, by an increase in popu- 
lation throughout Europe and the establishment of towns and cities. Trade 
of necessity expanded as urban centers became less self-sufficient, and this 
necessity became a virtue in the philosophy of the mercantilists. A numer- 
ous population was of utmost importance in the view of the mercantilists, 
for it provided a cheap and abundant labor force for the growing industry 
as well as recruits for the armies of the national states. 

An active trade inevitably entails a rise in production. By the seventeenth 
century mercantilist attention shifted more and more from trade measures 
to manufacturing methods. French mercantilism, for example, was largely 
concerned with the control and development of manufacturing. The Eng- 
lish burdened industry with fewer regulations than the French, but none- 
theless industrial growth, particularly in the textile industry, was a matter 
of national interest and some state control. In this period impoitant changes 
had occurred in the organisation of , the manufacturing industries. The re- 
strictive influences of the craft guilds had gradually weakened. Manufac- 
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turing, especially Qf new products and processes; increasingly shifted away 
from the towns to tire country where much of it was carried on in the home 
^under the nottage system” or the ''household system” of production. At 
this time, too, the factory system made its appearance on a modest scale, 
destined later with the use of water and steam power to rise to dominating 
importance. 

Both trade and manufacturing, indeed all economic activities in the 
sixteenth and seventeenth centuries, felt the enormous impact of gold and 
silver from the New World. In Spain and Portugal the influx of gold and 
silver caused an inflationary rise of prices; the supply of money increased, 
but supplies of goods grew less rapidly or remained stable. As the specie 
flowed info other countries— by force of war, piracy, or favorable balances 
of trade— the inflationary influences spread. The effect was disruptive, as 
great price increases always are. But as a result great profits were made 
and manufacturing and commercial activity throughout much of western 
Europe was subsequently expanded. The old feudal agricultural economy, 
based largely on local needs and the barter system, collaxosed. A "money 
economy” spread widely, i.e., trade based on the exchange of goods for 
money Jbecame prevalent. The local handicraft industries found wider 
markets as more money came into circulation and the number of trading 
companies grew. Thus it may be said that the mines of the New World 
financed the dissolution of'the old feudal economy. 

Economic life underwent revolutionary changes between the fifteenth 
and seventeenth centuries concomitantly with the political reorganizations 
of western Europe. The changes in politics and economic life were accom- 
panied and to some degree caused by the religious upheaval of the Befor- 
mation. Moral restraints on trade and profit-making were weakened; com- 
mercialism became respectable and, at least to the Puritan's view, a mani- 
festation of moral virtue. The spirit of the times had been transformed. 
Political power and rivalry, international competition in commerce and 
industry, the quest for additional and greater markets, for gold and silver, 
for economic expansion— these considerations dominated the rising nriddle 
class and the political groups who supported this class to assure the power 
of the national state. 

How was the new economic order of mercantilism organized and con- 
trolled? How were the central processes of production, exchange, distribu- 
tion, and consumption regulated? The decline of feudalism and its eco- 
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iionxic controls necessitated the development of other controls, for society 
perforce must find some means of regulating economic processes. 

This regulation was in part based on the mercantilist conception relating^ 
economic activity to the interests of the state. There were, of course, dif- 
ferences of opinion as to what constituted the interests of the state. In the 
seventeenth century, there was no dearth of special pleaders who inter- 
preted the "'interest of the nation” in their own lights, just as organized 
groups today claim to speak for the interests of “the people” or “the social 
welfare” or “humanity,” each interpreting these abstractions to suit its own 
purposes. The aim of mercantilism, however, was limited in scope, and 
the means of attaining it were deemed to be relatively clear-cut, namely 
by strengthening the economic position of one’s own state and weakening 
the economic position of all potential rivals. In this way the political power 
of the individual state was enhanced. Obviously, the concepts of “world 
prosperity” and international economic collaboration were foreign to the 
thinking of the period. Indeed, to the mercantilist, world prosperity could 
mean only that there were many strong economic and military adversaries, 
that war was inevitable, and alliances nothing more than temporary mili- 
tary expediencies. 

The Producfive Process 

By such reasoning the importance of the productive process and the 
wealth it created was measured in relation to the aims of the state. The 
desirable productive system was one that produced goods and services use- 
ful to the strength of the sovereign; the welfare of the individual -per se 
was of little consequence. Those in power protected their own individual 
interests while ministering to that of their prince. As for the others, the 
“lower orders of mankind,” it was enough that they subsisted to work, to 
propagate their kind, and when necessary to fight-all for the state’s inter- 
ests. The productive process was not directed for their material well-being. 

The desirable composition of national output was one which provided: 
(1) a maximum of manufactured goods for export; (2) the necessary goods 
and equipment for military and naval purposes; (3) the subsistence of the 
population. Mercantilist governments, however, did not trust private en- 
terprise to produce all that was . needed for the national interests. Inter- 
vention, was ^therefore 'thei.;qrder ;; of the' day. The manufacture of goods 
'necessary Tor Tnilitary:md;naval;-puf poses or desirable for export purposes 
\was, frequently' stibsida2;ed ;by _;foyaT tra^^ and the price and quality ■- 
of 'such g;oodsWe^a;.cohimpnIy';.sub]ect' state regulation. Govermnents, 
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too, resorted tiD vgirious pressures to get the production of things deemed 
essential to national purposes, Frederick the Great coerced his subjects to 
^ engage in productive activity essential to the strength of his kingdom; and 
he established state industries to produce military supplies and equip- 
ment because private producers were unable or unwilling to engage in 
this ‘work. Both France and Britain encouraged the iron-inakiiig industi*)' 
as well as ordnance. The French government introduced and encouraged 
the production of silk, the English the production of woolen textiles for 
domestic use and for export purposes, The production of tools and ma- 
chines for manufacturing was encouraged by all mercantilist governments. 
National states employed various means to stimulate production and en- 
courage the founding of new industries. Governmental subsidies, govern- 
mental establishment and ownership of industry, favorable price controls, 
export bounties on manufactured goods, prohibition or limitation of im- 
ported manufactured goods to protect domestic industry, the encourage- 
ment of invention, and threats and coercion were all used. Governments, 
too, resorted to the theft of machines from abroad, the enticement of for- 
eign skilled workers, and the abduction of such foreign workers, when 
inducements failed, in order to build up new manufacturing processes and 
industries. At that time the skilled artisans of defeated foreign countries 
enjoyed a position akin to that of the scientists of defeated nations in mod- 
ern war. The simple machines of that day, like the industrial equipment, 
secrets, and patents of the modern world, were prized as means of build- 
ing up the productive power of the victor in war. 

In all such activities governments supplemented private enterprise as 
the means of producing the desirable types and amounts of goods. In other 
directions, private enterprise was often restricted when its activities were 
considered harmful (e.g., the export of arms) or merely unnecessary (e.g., 
the production of luxuries). Thus the structure or character of the produc- 
tive process, and therefore the allocation of economic resources and the 
composition of national output, became matters of governmental "“resx^on- 
sibility,” The means of attaining the desirable productive results were 
partly price-cost relationships, and partly such interventionist measures as 
have been described. In the course of time, as the power of mercantilist 
thought and policy weakened, profits became the principal guide to pro- 
ductive activity and governmental regulation declined in importance. 

Not only did mercantilist policy govern the types of goods produced 
but also the total amount of production. Many of the governmental meas- 
ures already described directly stimulated increased amounts , of invest- 
ment, employment, and natioiial output. These measures, together with 
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the wideniiig of overseas and domestic markets, stimulajed '"private invest- 
ment and the expansion of output. Although many of the mercantilist regu- 
lations and policies undoubtedly acted as deterrents to investment and ^ 
production, their origin in general was prompted to foster the growth of 
the economy. 

Trade, as an aspect of the productive process, was similarly regulated 
and guided by mercantilist policy. The freedom of internal trade was gen- 
erally espoused as a means of strengthening the economy, but foreign trade 
was subject to regulation. In tlie first place, exports were stimulated and 
imiDorts restricted, in order to obtain a favorable balance of trade and the 
influx of gold and silver. For this reason imports of raw materials for do- 
mestic industry were encouraged and their exportation discouraged, while 
imports of manufactured goods were discouraged and their exportation 
encouraged. Governments forbade or restiicted the export of munitions, 
and encouraged or sometimes required shipmasters to import such items. 
Manufacturing tools and machines were placed in a similar category. In 
these trade controls the mercantilists did not place faith in private inter- 
est; "free trade'" in the literal sense was not trusted. "Trade indeed will 
find its own channel, but it may be to the ruin of the Nation, if no^ Regu- 
lated,’" expresses the typical mercantilist view.^ The mercantilist writer Mun 
distinguished between the commercial gains of the country, of the mer- 
chant, and of the king; any one of these might be at the expense of the 
others. 

The Process of Exchange ^ 

The growth of mercantilist influence resulted in the dissolution of the 
medieval concept of the exchange process. The Just Price doctrine, it has 
been shown, conceived this process to be one in which justice and moral- 
ity should govern; the control of price was an aspect of the administration 
of justice. The extension of the division of labor and a growth in markets, 
especially through foreign trade, ymakened the moral aspects of exchange 
at the time feudalism gave way to the commercial era. This is not to say 
that mercantilism allowed "free exchange"" to occur, i.e,, the unfettered 
buying and selling of goods at prices determined by influences of supply 
and demand. The mercantilists regulated many prices and other condi- 
tions of exchange in accordance with their economic aims. Nevertheless 
the "price system"" in its modern sense developed in this period, and mer- 

Sir Francis Brewster, New Essai/s on Trade^ 1702. Quoted from Heckscher, Mercan- 
tilism^ George Allen and Unwin (London, 19^ 



CHANGE AND GROWTH IN THE ECONOMY 


41 


cantilist litera toe,, undertook an analysis of the supply-and-demand influ- 
ences regulating price. The celebrated 'law of supply and demand^' took 
form in this period. The price of a product was determined by the amount 
offered for sale and the demand for it. As these changed, prices changed; 
if supply were large or demand weak, price would fall; if supply were 
shorE or demand strong, price would rise. These relationships were re- 
garded as a 'natural law” and some of the later mercantilists began to 
question the ability and the desirability of governmental regulation of 
matters subject to the jurisdiction of nature. 

Income Disfribufion " 

Similarly, the growth of the division of labor, of commercialism in trade, 
manufacturing, and agriculture, of urban life, and of the use of money 
broke down many of the feudal arrangements that governed the distribu- 
tion of income in the earlier period. Under mercantilism money incomes 
became common; the economic activity of the individual was directed 
largely toward getting a money income. In agriculture the rental contract 
had replaced the feudal dues and services, particularly in England. In 
manufacturing, trade, and agriculture the modern wage-earning class was 
clearly emerging. The merchant group was well established and was earn- 
ing substantial profits in its trading activities. The manufacturing group, 
although less prominent than the merchants, was evolving out of the 
master-craftsman category. The "wages of the laboring poor,” the "profits 
of stock or trade,” and the rent of the landlord became a familiar division 
of money inconie in the seventeenth century. Increasingly the productive 
services of labor, capital, and land were bought and sold in their respec- 
tive markets—the modern era of money income and money payment was 
forcing out the early system in which income was largely in the form of 
goods and services and rigidly controlled by custom, law, and heredity. 

Mercantilist governments intervened extensively in the distributive proc- 
ess and thus affected tire income pattern. The granting of trading monopo- 
lies to favored groups enabled them to gain large profits in foreign trade 
at the expense of those excluded. Manufacturing monopolies and ^^pecial 
privileges similarly enabled the recipients of government favors, cb reap 
large incomes. Intervention, stimulation, and restriction on the part of 
government in the productive process created income advantages for 
some, disadvantages for others. The widespread control of wages by pub- 
lic authority led . to the fixing of these incomes at low levels— the so-called 
. subsistence wage idea, i.e.,, payinent to wage earners, based on the mini- 
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mum needs, found general support among mercantilists. 'Despite these 
controls, however, the character of the economic processes in this period 
led increasingly to a determination of income distribution— wages, profits, 
interest, and rent— by market influences. More and more, wage rates were 
governed by the number of wage earners in a locality and the demand of 
employers for labor, interest rates by the supply of money and the demand 
for its use, rent by the demand for the use of land; in short, the factors of 
production had their markets. The rates of remuneration paid to the factors 
were governed in large measure by supply and demand as governmental 
control gradually weakened in the late mercantilist period. 

The Process of Consumption 

As noted above, mercantilism subordinated consumption— the satisfac- 
tion of individual wants— to other purposes. Increased consumption in the 
home country meant fewer goods available for export. The spending of 
money for consumption meant fewer funds available to' “set productive 
labor to work.'’ Consumption by the public was therefore subjected to a 
number of direct and indirect controls, the most effective restriction of 
which was low incomes. As has been stated, wages generally were regulated 
by public authority at the subsistence level; wages above this level would 
encourage high living and a wanton waste of money on luxuries. Keeping 
wages at the subsistence level had other advantages as well. It encouraged 
industry; if 16 hours a day were required to earn a subsistence wage, 
workers would have no choice but to work that long. If they earned a 
subsistence wage in 10 hours, they would work only 10 hours, thus limiting 
national output. Hunger was held to be a “spur to industry"; low wages 
encouraged production and discouraged consumption, thus increasing the 
“surplus" for export. Furthermore, low wages meant low costs of produc- 
tion, and low costs enabled a country to compete advantageously in the 
sale of its goods in the foreign market. 

Consumption was controlled in other ways. Sumptuary legislation was 
common, although it was poorly enforced. These laws forbade expendi- 
tures on certain types of goods, usually those deemed luxuries and frivolous 
in character. Such legislation was, of course, prevalent in the medieval 
period as a means of keeping the lower orders in their proper places in 

s Tile theory that tied wages to subsistence is kin to a modern version which relates 
them to ‘"cost of living.’^ While both share the same theoretical limitations, they differ 
greatly sociologically. The former, sought to keep wag^s low, but the cost-of-living version 
is used by its proponents as an argument to increase wages as living costs rise but not 
to lower wages as living costs fall 
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the social (consumption) scale. Mercantilism intensified this legislation, 
partly to keep social classes fixed but mainly for economic reasoiis^ i.e., to 
restrain consumer spending on luxury goods. Occasionally, however, regu- 
lation attempted to force consumption of particular commodities—produced 
in monopoly establishments owned by the state itself or by court favorites, 
At the same time, the mercantilists sought to keep foreign consumer goods 
out of the country. As a consequence the satisfaction of consumer wants 
was restrained and regulated, especially that of the lower orders. 

Controls over consumption provided a frame of reference for tlie alloca- 
tion of economic resources. Some industries were ‘more useful,*’ others 
“less useful,” and still others detrimental to state interests. Industries that 
catered to trivial wants were in the last category; sumptuary laws and sub- 
sistence wages were designed to stifle demand and throttle such industries. 
For example, the rich were exhorted to save, to eschew luxury spending, 
and to confine their consumption to domestically produced goods. 

Mercantilism, like the feudal economy, established its own means of 
guiding and regulating the processes of production, distribution, and con- 
sumption. In the sixteenth and seventeenth centuries, this regulation of 
the economic processes was politically undertaken. A resemblance between 
mercantilist control over the central economic processes and the wartime 
regulation of the economy in the United States becomes apparent. Here, 
too, the productive system was made to serve a national aim: to win the 
war. In accordance with this aim, goods and services were classified as 
“essential” and “nonessential,” with numerous subtypes. The essential in- 
dustries were given priorities to get labor and materials; governmental 
funds were used to expand industry. Nonessential industries were given no 
help, and in some cases their production was prohibited entirely. Con- 
sumption was regulated in accordance with the plan of production; many 
goods were rationed, incomes were subjected to some, if minor, controls, 
taxes and governmental borrowing took a large share of the incomes. In 
principle nothing new was added during the recent war to the mercantilist 
government practices; but in operation wartime economic controls were 
more comprehensive, more detailed, more single-minded, and much more 
eflScient than the measures of mercantilism, 

ECONOMIC LIBERALISM 

Mercantilist ideas and policies gave way in the course of time. The evi- 
dence of their decline was abundant in Britain during the eighteenth cen- 
tury, France abandoned the restrictive system more reluctantly; the 



revolution administered tlie coup de grace, altlioiigli the forces of change 
were stirring long before 1789. In Germany and other parts of central 
Europe, the policy of governmental economic guidance was never^ wholly 
abandoned, but only weakened for a while during the nineteenth century. 
In America, mercantilist policy and ideas were present at its colonial birth; 
indeed, the enforcement of these restrictive policies was one of the causes 
of the colonists’ demand for independence. Partly for this reason, and be- 
cause this was a new country, the traditions of British and European mer- 
cantilism never took firm root in this soil. 

The decline of mercantilism ushered in tlie ideas and policy of economic 
liheralism. Under this policy the individual was accorded the freedom to 
buy and sell, to produce and consume, as his fancy and finances permitted. 
Individualism, motivated by a rational self-interest, became the keynote 
in economic activity. Government receded in importance; laissez faire, or 
'let alone,” became the watchword.^ Let trade be free to move as it will; 
remove governmental restrictions on production, employment, prices, wages, 
consumption; abandon governmental privileges to trade and production 
monopolies. The goal was the establishment of a “free economy” in which 
private persons—consumers, wage earners, enterprisers, tlie owners of land 
and funds—would make their economic decisions on the basis of their own 
interests, guided by market-price relationships. Economic liberalism con- 
ceived an economy in which all persons would be free to dispose their 
incomes, their services, and their property without the compulsion or re- 
striction of authority— governmental, feudal, or religious. In place of the 
authoritarian control of economic decisions by law, regulation, and tradi- 
tion, economic decisions came to be controlled by economic relationships. 

As with previous great social changes, economic liberalism grew slowly 
and unevenly throughout western Europe. The commercial and manufac- 
turing interests of the seventeenth century, and particularly during the 
eighteenth century in Britain, became increasingly restive under the regula- 
tory hand of government. In Britain, and to a lesser extent elsewhere, these 
groups had risen to a position of social, financial, and political power. In- 
creasingly merchants protested against regulations and the granting of 
privileges to a favored few. Sentiment toward “free trade” was cogently 
expressed by some leading mercantilists in the late seventeenth century. 
By the eighteenth century violations of mercantilist law were widespread 
and publicly condoned. A growing segment of the business community saw 

^ The phrase Mssez faire, laissez passer was used by the physiocrats in France daring 
the middle of the eighteenth century, when as chaminons of economic freedom tliey 
demanded government to 'let people do, make, and as people wdslied; in short, 
'let diem alone.'"' 
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in economic freedom a greater scope for profitable operations. Business 
opportiuiities appeared bountiful; economic expansion domestically and 
•overseas was certain. Where governmental restrictions limited these op- 
portunities, clamor arose for their removal Manufacturers resisted regula- 
tions that hampered their productive activity. The growth of trade created 
an increasing demand for their products and they sought to satisfy this 
demand in their own way and in terms of their own interests. Wage earners 
frequently manifested their opposition to mercantile and feudal restrictions 
upon their freedom of movement and their wages by migration, disobedi- 
ence, and violence. Liberalism became a social movement drawing support 
from many segments of society. 

These practical interests found support in the philosophy of the eight- 
eenth century which posited a system of natural laws governing social 
behavior. Natural law was held superior to man-made law: it was the duty 
of government to conform to the dictates of natural law. In the third quarter 
of the eighteenth century the physiocrats in France proclaimed the ascend- 
ancy of the natural order and natural law. With somewhat less didactical 
conviction Adam Smith urged conformity with the ^"obvious and simple 
system ef natural liberty.’" Economic behavior was believed to be natural 
and spontaneous; it would be guided to the public benefit by the self- 
interest of man, provided the obstructive tangle of feudal vestiges and mer- 
cantilist institutions was cut away. 

This doctrine was based on faith in a natural harmmy inherent in eco- 
nomic phenomena and processes. The harmony existed between individual 
intei'ests and social interests. By pursuing his own economic interest man 
was led (by what Adam Smith called the invisible hand) to further the 
public weal, even though this was no part of his intention. ''The natural 
effort of every individual to better his own condition, when suffered to 
exert itself with freedom and security, is so powerful a principle, that it 
is alone, and without any assistance, not only capable of carrying on the 
society to wealth and prosperity, but of surmounting a hundred imperti- 
nent obstructions with which the folly of human laws too often encumbers 
its operations. . . ^ It was with these concepts of natural harmony and 

public welfare that economic liberalism departed fundamentally from mer- 
cantilism. The mercantilists identified public welfare with state power and 
saw no harmony of interests in the economic system. Only "the dextrous 
management of the skillful politician” guided private interests to further the 
public, i.e., state, aims. 

^ Adam Smith, Wealth of Nations^ Cannan edition, p. 508. . , 
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In the laissez-faire view the freedom of the individuar to pursue his own 
ends and adapt freely the means (resources) at his command to attain these 
ends spontaneously and naturally promoted tlie public welfare. The sum' 
total of individual interests constituted the public interest. Public welfare, 
however, demands a well-regulated process of production, exchange, dis- 
tribution, and consumption. How y^ould this be assured if the time-honored 
regulations and controls were swept away? The answer to this question was 
supplied by the economic theorists; indeed the task of answering this ques- 
tion led to the study and development of systematic economic theory. 

Organization of fhe Economy 

Basic to the organization of the laissez-faire economy is the freedom of 
the individual to satisfy his wants as he chooses; i.e., the individual is ac- 
corded the right to follow whatever ends, aims, or purposes he desires. The 
hierarchy of wants existing for all people is for the individual to construct 
for himself, without intervention from the state, church, or feudal obliga- 
tions and traditions. Specifically, he may spend his income for whatever 
things he wishes without restraint or compulsion. In spending hife^dncome 
his choices depend upon the importance he attaches to the tilings available 
to him for purchase, and upon their prices. The stipreniacy of comumption 
is thus asserted in the economic sphere by the laissez-faire doctrine. 

Guided by tliis individual freedom of choice, total consumer expendi- 
tures flow into the markets for various types of goods and services. The 
prices consumers are willing to pay and the quantities of the various things 
they are willing and able to buy are guides to the productive process~to 
the allocation of labor, capital, and natural resources for the production of 
national output Prices in the market and quantities purchased thus regu- 
late the decisions of producers; tilings that can be sold at profitable prices 
are produced; things that cannot be sold profitably will not continue in 
production. When too little of something is produced in relation to con- 
sumer demand, consumers bid up the price, and the resulting large profit 
encourages producers to increase production. When too much is produced 
the price is depressed; producers suffer losses and output is reduced. As 
Adam Smith stated the matter, ''the quantity of every commodity brought 
to market naturally suits itself to the effectual demand,'' i.e., to consumer 
preferences expressed by their ability and willingness to buy.,In this sense, 
the possessors of purchasing power dictate the kinds and amounts of things 
produced in a laissez-faire economy. If producers are to stay in business 
diey have no choice but to heed the market In tlieir producers are 
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free to enter any field of productive activity that promises the prospect of 
profit, and likewise to withdraw from or shun any field not holding this 
promise. Similarly, wage earners and the owners of capital and land are 
free to offer- their services and property to enterprisers offering them the 
best rewards. By this means all economic resources are mobile and may 
shift about among the various fields of productive activity in accordanee 
with the income-spending decisions of consumers. 

The productive processes during the late seventeenth and especially dur- 
ing the eighteenth century became increasingly specialized; the division of 
labor in different types of production and within a single industry or trade 
was extended under the stimulus of improved technology and an expanding 
market for goods. As already observed, division of labor necessitates the 
exchange of specialized products throughout the economy. During the sev- 
eral centuries preceding the ascendancy of economic liberalism, the ex- 
change of goods and services had become primarily a matter of buying and 
selling, with money as the medium of exchange and price as the rate of 
exchange. In this period, however, mercantilist policies had encumbered 
exchange with many restrictions. Economic liberalism virtually freed the 
exchange process from existing restraints. Free markets and free trade came 
into dominance. In tliese markets consumer preferences w^ere registered by 
the quantities of goods purchased at given prices, which in turn regulated 
the decisions of producers. A free exchange process thus became an in- 
tegral, indeed a necessary, element of the liberal economy. 

In the process of producing and exchanging goods the distribution of 
income takes place. Unlike the earlier periods in which incomes were con- 
trolled to varying extents by custom, social status, and law, economic liber- 
alism gave control over income distribution to die market forces. That is 
to say, each person was free to obtain whatever price (income) he could 
get for his services or property. Wage earners were not by law limited to 
any given wage; they, received whatever they could induce employers to 
pay for their services. The owners of land and money were legally free to 
use their holdings to earn an income, or to rent or lend them out to others 
at whatever rent or interest was obtainable. Enterprisers were free to go 
into any field of production they wished and to earn whatever profit their 
industry, ingenuity, foresight, and good luck afforded. In short, the produc- 
tive services of labor, capital, and natural resources were bought and sold 
in their respective markets; the prices of these productive services w^ere the 
wages, inter&t, and rent or royalties paid to wage earners and the owners 
' of capital and land. The enterpriser who bought these services, and com- 
bined them into a productive enterprise, sold the products thus produced; 



ir ne judged the market for these products accurately I^e received a profit 

as his reward. 

The system of economic liberalism thus based tlie processes of produce ^ 
tion, exchange, distribution, and consumption on the free choices of indi- 
viduals. Far from being chaotic the system developed its own means of 
regulation; prices of consumer goods limited the consumption thereof; 
prices of goods and services-in relation to their costs of production-regu- 
lated the production of each component of the national output; and pro- 
ductive services of economic resources exchanged in their respective mar- 
kets at prices which constituted their incomes. In this system of an ^‘autono- 
mous, self -regulating ’ economy, the role of government was limited largely 
to the protection of property rights and persons, the administration of jus- 
tice, the maintenance of internal order, and the security of a nations 
frontiers. 

Laissez faire was dominant in Britain during the nineteenth century. It 
became the prevailing view in the American economy where new land, an 
abundance of other natural resources, and the absence of Old World re- 
straints resulted in a highly developed individualism. Elsewhere in western 
and central Europe, and in other parts of the world having close economic 
and political ties with the Western world, economic liberalism also made 
headway. Attending it came an era of great industrial expansion and rising 
standards of material well-being never before witnessed in history. 

Posfliberalism 

Economic liberalism in its 'pure” form had a short period of dominance 
during the nineteenth and early twentieth centuries. Although in the United 
States it remains dominant as a social philosophy and as a way of organiz- 
ing and regulating the economic processes, its force has waned. Elsewhere 
its grip has weakened, or has been broken entirely, as national governments 
have increasingly established control over the economic processes. Liberal- 
ism in its origin had asserted the right of the individual against the out- 
moded traditions and governmental privileges and regulations thwarting his 
free choice and the pursuit of his self-interest. It protected him from the 
tyranny of government and the entrenched interests and "gave him Ills 
head.” As time went on, however, the laissez-faire policy was criticized for 
failing to protect the individual suflBciently against the economic and social 
dislocations that at least in part resulted from the free play of self-interest 
in economic affairs. Individualism places. a premium on initiative and abil- 
ity in money-making pursuits. Since all people are not equally endowed 
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with this type hf ability, or do not have equal opportunity to get ahead in 
the economic struggle, economic liberalism produced its own distinctions— 
phased on money— between poverty, comfort, and great wealth. The eco- 
nomically weak fared badly in the competitive struggle, where each looked 
out for his own interest. This was particularly evident in the early phase 
of industrial capitalism during the nineteenth century. Wage earners worked 
long hours for low wages under oppressive working conditions; child labor 
was widespread. Although the "laboring poor” were undoubtedly better 
off materially than were those of some earlier periods, the growing humani- 
tarianism of the nineteenth century recoiled at the human degeneration 
prevailing in the industrial slum areas. Positive interference by government 
was demanded by the reform groups in most industrial countries. 

Among the early departures from Imssez faire, therefore, w^ere those laws 
designed to remedy these social ills. Child labor was curbed, working hours 
were shortened, prevention of industrial accidents was instituted. In the 
course of time legislation also extended widely to protect groups who, in 
the normal working of economic self-interest, are unable to attain standards 
deemed suitable to society. It should be emphasized that this legislation did 
not attack economic liberalism per se but was advanced as a means of at- 
taining social welfare; governmental intervention was sought as a supple- 
mental means of attaining this accepted end. 

The policy of laissez faire has been weakened considerably by special 
groups within the economy who seek protection. In this country manufac- 
turing groups and organized labor at an early date sought tariff laws to 
protect them from the competition of foreign goods. Small business has 
since the end of the nineteenth century sought government aid against big 
business and monopoly; and big business seeks special favors from govern- 
ment at all opportunities. For several generations farmers have demanded 
governmental aid on their behalf, such as a reform of the money system, 
the breakup of monopoly, the assurance of ""fair” prices, subsidies, and cheap 
credit. Even the public in general may be considered, in the light of laissez 
faire, as a special group obtaining protection against the free operation of 
industry through such means as governmental control of public-utility rates 
and the imposition of standards on foods and drugs. Thus there has been 
a burgeoning of governmental intervention in behalf of farmers, business 
groups, and wage earners to protect their economic interests. The liberal 
faith in competition as the means of directing individual interest toward 
the public welfare has thus been discarded over a wide sphere of economic 
life. Government now regulates and controls an increasing measure of the 
economic processes. 
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The laissez-faire ’policy has been weakened in still aiipth9r direction. A 
relatively free economic system is subject to periodic depressions^ which 
cause heavy losses in capital values, profits, wages, and in the volume of 
production. Here and in other countries governments are now wont to 
intervene to stabilize production, prices, and employment and to attempt 
to maintain ‘Tull employment/' Under economic liberalism such efforts were 
regarded as unnecessary, for it was believed the normal operations of a 
competitive economy would bring about relatively full levels of employ- 
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ment and production. 

In other ways the laissez-faire policy has been criticized and in part 
abandoned. Self-interest operating through private enterprise is expected 
to produce the things that the consuming public wants and is able to buy. 
Consumer purchases depend upon (1) individual incomes, (2) individual 
preferences or wants, and (3) the prices of goods and services. This, it has 
been said, is the way consumption is regulated and limited in a system of 
economic liberalism. Consumption on the part of people with low incomes 
is rigidly limited by their restricted capacity to spend. Accordingly, govern- 
ment has stepped in to provide many things, especially services, so that 
those who are unable to buy such services may have them free or at^a price 
below that charged by private producers. Cases in point are public educa- 
tion in this country and elsewhere, the rendering of medical services to the 
poor, and governmental low-cost housing. Also, government indirectly 
affects consumption by aiding low-income groups through minimum-wage 
legislation, social security benefits, its encouragement of labor unions, and 
the payment of subsidies to farmers. These various policies alter income 
distiibution and consumption to some extent, and therefore the composition 
of the national output. 

In many ways the era of postliberalism is akin to mercantilism. That is, 
self-interest alone is^not trusted to guide the processes of production, in- 
come distribution, and consumption. The harmony of individual and social 
interests is denied over a wide range of activities. The operation of the econ- 
omy has become more and more a ‘ responsibility" of government, under the 
“dextrous management of a skillful politician" and his economic “planning" 
experts. The resulting system is sometimes termed a mixed economy or 
regulated capitalism. It is mixed in the sense that private interest— the de- 
cisions of private enterprise and consumers— is modified, regulated, and sup- 
plemented by governmental decisions. 

Governmental mtarvention bias proceeded unevenly in th* nations that 
had embraced the policies and practices of economic liberalism. In Europe, 
A two world wars, revolutions, and widespread depression have caused the 
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restoration of & lauge share of authoritarian control over the economic proc- 
esses. The British economy has become socialist. The economy of the North 
^ American continent (excepting Mexico) remains largely Tree'" in the liberal 
sense although not without fundamental changes in the relation of business 
to public authority which may possibly lead to great restrictions in the 
; 'future. 

THE CONDITIONS OF ECONOMIC PROGRESS 

After the decline of feudalism and its static conception of social aflEairs 
there was ushered in a long period of economic expansion during which 
national outputs increased, first in western Europe and England, later and 
most spectacularly in America, An increase in output rests upon improve- 
ments in technology and upon the accumiihtion of capital, is dis- 

cussed in tire remainder of this chapter as the basis of the economic progress 
achieved in modern times. 

For present purposes the main types of capital are: (1) capital facilities, 
such as tools, equipment, machines, ships, docks, other transport facilities, 
and buildings and installations for production, and (2) the materials that 
go into the making of finished goods. The increase in capital from the feudal 
era to the present occurred first in the sphere of trade, particularly inter- 
national trade, then in manufacturing and agriculture, and in more recent 
decades in the ’^service industries. Of relatively small importance in feudal 
economy, capital has emerged to command the modern productive process. 
The conditions conducive to this growth may be treated briefly under two 
headings: the psychological and the objective conditions essential or de- 
sirable to the accumulation of capital. 

The psychological condition refers merely to the outlook and spirit of a 
group, or a community, or a people. Willingness to work, save, and invest is 
essential to capital accumulation; a spirit of enterprise is necessary to spur 
on the productive activity of the economy. The feudal spirit was unsuited 
to the accumulation of capital for productive purposes; the medieval idea 
of "blessedness of poverty” gave neither the individual himself nor the 
community the impetus to economic expansion. The greater part of such 
capital building as occurred was devoted to the purposes of the Church 
and of defense. Materialism became a central concept in the modern age 
along with rationalism and science. Thus the psychological condition be- 
came such that capital accumulation was both a political goal and an 
. ^ object of individual striving, receiving the sanction of the prevailing social 
philosophy. 
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This condition does not presuppose that all persons or ^vefi most persons 
in a community or nation must be interested in capital accumulation. Un- 
doubtedly the bulk of the population in any age remains indifferent; in the 
past people’s interest has largely tended to center on consumption and 
leisure rather than on capital accumulation. Indeed in the mercantilist 
economy both their leisure and consumption had to be curbed in order to 
expand production and assure the excess of production over consumption- 
capital accumulation. It was sufficient that a relatively small group had 
both the abil% and the will to save and invest and thus bring about the 
accumulation of capital 

Given the favorable psychological condition, objective factors affect the 
form and the extent of capital accumulation. These include an adequate 
and industrious labor force, a talent for organization, suitable and easily 
accessible natural resources, an advancing technology, a favorable public 
policy, good markets for the sale of products, a distribution of income 
favorable to capital accumulation, and other factors of lesser importance. 
From the early nineteenth century these conditions existed in the United 
States. 

<r 

Growth of the American Economy 

When the United States embarked upon its national career the economy 
of the country was in an earlier stage of development thai* the economies 
of the powers across the Atlantic. In population it was less than four mil- 
lion, or about the size of Portugal or the Netherlands. Over 90 per cent of 
the population lived in villages or on farms; only 3.3 per cent lived in the 
six towns that had 8,000 or more population. Jefferson predicted it would 
take a tliousand years for the wilderness as far west as the Mississippi to 
be thickly settled. Trade, however, was profitable and grew rapidly; exports 
were chiefly raw materials, and imports were almost wholly manufactured 
goods. Manufacturing had hardly begun by 1790; the value of manufac- 
tures at this time was estimated aff 20 million dollars— which equals the 
annual output of only a single medium-sized industrial firm today. Seven- 
teen branches of manufacturing were reported in existence, chief of which 
was shipbuilding. Paper, printing, leather goods, glassware, furniture, 
liquor, sugar refining, textiles, and iron making existed on a small scale. 
The paucit)? of working capital, difficulties in getting machinery, shortage 
of skilled workmen, a poor currency, transport difficulties, and the pre- 
ponderance and attraction of agriculture-all limited the development of 
industry. / . 
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From tliis rfticejtain begimimg, the economy of the United States grew 
to its present position as the leading industrial system of the world. 

The existence of enormous quantities of readily available mtural re- 
sources contiihuted greatly to growth in national output. Land and timber 
resources were plentiful, coal and iron ore were of high quality and suit- 
ably located. Petroleum deposits were rich, and water resources were ade- 
quate for both power and convenient transportation. Both climate and soil 
favored a varied and productive agriculture. In short, the physical setting 
was highly propitious; land, energy, metals, petroleum, food, and raw 
materials—the main ingredients of the productive process— were available 
at low cost. Their availability, along with the vast outpouring of human 
energy, go far toward explaining the more rapid advances in American 
production compared with other nations less liberally endowed by nature. 

During the course of the- nineteenth centuiy geographical expansion 
westward brought more of these natural resources within the orbit of the 
economy. Beyond this factor geographical expansion is of itself stimulative, 
for it requires the building of transport facilities, of cities and tovuis; it 
creates opportunities for productive enterprise. The expansionist policies 
of the ^government, from the time of the Louisiana Purchase to the closing 
of the frontier in 1893, coupled with its liberal policy of disposing of land 
and other resources, were major stimulants to the economy. 

Population growth was another factor contributing to American eco- 
nomic expansion. From 6 million in 1800 the population rose to 76 million 
in 1900— nearly a doubling every 25 years. A high birth rate and large* im- 
migration accounted for the rapid expansion during the last century. This 
growth was stimulative for several reasons. It provided the growing labor 
supply needed in the new country. Moreover, the additional population 
required housing, food, clothing, and innumerable other commodities and 
services; it created a potential demand for these things, and increased em- 
ployment transformed potential into effective demand. In still another way 
stimulation resulted. A rapidly growing population is 'young, i.e., a large 
proportion of the total population is composed of youths and young men 
and women. It is from young groups that initiative and enterprise flow 
freely; the tasks of pioneering in farming,, industry, trade, and finance, for 
example, are more readily undertaken by the young than by those who 
have been slowed by age. 

Production per capita or per worker since the early nineteenth century 
has increased steadily. This rapid rise cannot be accounted for by increases 
in resource use and population alone. Technological innovations and im- 
provements constitute another important factor. The nineteenth century 
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brought forth a veritable technological revolution in botl^ th6 United States 
and the industrial nations of western Europe. Techniques in practically all 
fields of manufacturing were transformed by steam power and later by 
electricity. New metallurgical processes provided the cheap metals required 
for the machinery, tools, and utensils. From the handicraft stage of pro- 
duction prevailing in 1800, this nation emerged by the end of the century 
as a leading industrial economy; today it is the world's greatest industrial 
power. Perhaps most vital to this change were the develojpmeiits in the 
technology of transportation; the great areas of the west were linked 
economically to the industrial east by the rapid spread of railroads. Agri- 
cultural techniques were also greatly affected by the industrial develop- 
ment; the mower, reaper, thresher, and a long series of mechanical aids 
enabled vast new areas to be cultivated with but a small amount of labor. 
Furthermore, technology created new products and new industries; and 
many old industiies were modified. One new industry after another ap- 
peared on the industrial scene, each adding its stimulative influence to the 
economy as a whole. Changing technology in all these phases has been a 
decisive, dynamic factor in the expansion of the American economy, en- 
couraging the growth of capital and accelerating it by increasing the pro- 
ductivity of all factors of production. 

American economic expansion owes much to the policies of government. 
In the first place, constitutional guarantees of personal and property rights 
firmly established the legal basis of economic individualism. Until recent 
decades these rights were interpreted in a sense which limited strictly the 
power of government to intervene in economic affairs. In other respects 
government directly encouraged and stimulated economic activity. At little 
or no cost government turned over most of its vast public domain— land, 
timber, water, and mineral resources— for private development and exploi- 
tation. The importance of this liberal policy cannot be exaggerated; gov- 
ernment ""spenU its natural resources freely, to the great benefit of industry 
and agriculture. By erecting tariff barriers it protected industry; through 
its monetary and banking policies it established in the course of time a 
stable nation-wide financial system. Because government was limited in 
scope, taxes on business and individuals were of little importance in the 
period of greatest expansion. In general, governmental policy and senti- 
ment have traditionally given individualism wide scope to develop and ex- 
pand the productive powers pf the economy. With large amounts of cheap 
natural resources, a progressive technology, and the blessing of government, 
private enterprise , has had; in die United States its golden opportunity, 
literally and figuratively. 
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These favorable conditions were accompanied by a distribution of income 
conducive to saviiig and capital growth. The relationship of income distri- 
bution* to economic expansion may be stated as follows: total income of 
* the economy is equal to output.® If all income were spent for consumption 
purposes, the resources of the economy would be devoted entirely to the 
production of consumer goods,® and capital could not be accumulated. This 
is why saving is essential to capital growth. When part of total income is 
saved, some economic resources are freed from producing consumer goods 
and therefore may be devoted to the production of capital goods. Income 
inequality encourages savings. The wealthy normally save a large part of 
their high incomes, while the medium- and low-income groups usually 
spend all or almost all of their incomes for consumption purposes. From 
the evidence at hand, income inequality was pronounced in the period of 
rapid American economic growth. Relatively low incomes for the bulk of 
the population and substantial savings on the part of the wealthy kept 
consumption suiBciently below total output to enable a large accumulation 
of capital to take place. Had incomes been less unequally divided, had the 
low incomes been somewhat higher and the high incomes considerably 
lower, savings and therefore capital investment and economic expansion 
undoubtedly would have been less than in fact they were.^® Although in 
its early stages industrial development is furthered by relatively low levels 
of consumption, conditions differ in a more fully developed industrial sys- 
tem; in the latter stage relative high levels of consumption are both pos- 
sible and necessary for. continued growth. 

These factors have been described here: large quantities of natural re- 
sources, geographical expansion, growth of population, technological inno- 
vation and the appearance of new industries, governmental policies favor- 
able to individual initiative, and the distribution of income. They are 
among the objective influences that were largely the source of American 
economic expansion throughout the nineteenth century. Conditions in re- 
cent decades have changed in important respects; these changes will he 
discussed in Chapter 7 as they relate to the prospects of future economic 

® In Char?. 4 the relations between income and output will he explored in some detail; 
For present purposes to say that income equals output is a useful simpliEcation. 

^ Except for the production of capital facilities to reidace those that wear out. " 
Capital accumulation as such does not necessarily require an unequal distribution of 
income. A socialist economy could hold all incomes relatively low in order to keep con- 
sumption well below output while die state “saves'^ and invests on a large scale. In 
Soviet Russia the incomes of the masses-are kept very low tiius allowing the state to 
save and invest in its industrialization program. However, income ineqiialit}^- is marked 
also in the Soviet Union. Both capitalism and socialism accumulate capital in the same 
way— by curtailing consumption* below , total output, but somewhat different techniques 
are employed to attain this purpose.' ~ ' 
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exiDansion. Yet it should be noted that the factors described here do not 
by themselves explain the phenomenon of growth. As has been stated, a 
spirit of enterprise, a dynamic initiative, is essential to far-reaching eco- 
nomic expansion, whether the economy is laissez fake or government-con- 
trolled. This is because investment in capital is necessarily risky, particu- 
larly when it takes the form of huge expensive capital facilities. Investment 
in capital on a large scale continues for many years, often several decades, 
into the future. A strong faith in the economy and a willingness to gamble 
personal gain characterize the making of such investment decisions. The 
dominant figures in past American economic history were imbued with such 
a spirit, and indeed often a ruthlessness, in the exploitation and develop- 
ment of economic opportunities. 

Economic expansion in this country during the past century was a part 
of a general growth throughout the Western world. The elements of a new 
society that emerged from the ruins of the feudal age were given their most 
expansive development during the century preceding World War L The 
period between world wars saw the establishment of authoritarian govern- 
ments, a movement encouraged by depression and revolution; this move- 
ment has profoundly affected the levels of economic activity in the leading 
nations of the world, and its influence has supplanted in part the dcfctrines 
that shaped the growth of the major economic systems during the last 
century. 

CONCLUSION 

In this survey of the past five or six centuries two main issues have been 
taken up: (1) the organization of the principal economic processes and the 
significant changes that have occurred in their organization at various 
times, and (2) the conditions governing the level of economic activity as it 
has progressively increased in modern times. The first issue relates to the 
way in which a given complement of economic resources is allocated among 
the various uses for them, and the way in which the output produced by 
these resources is distributed, and finally, the regulation of the use or con- 
sumption of this output. These are the fundamental economic processes 
and have their origin in the scarcity of goods and resources in relation to 
demand. The second issue may be termed economic progress, i.e., the 
growth of national output and the conditions conducive thereto. These two 
issues are distinct but related. The material well-being of society is gov- 
, erned both by the organization of an economic system and by the level of 
employment of its resources. 



PART II 


NATIONAL INCOME AND THE EMPLOYMENT 
OF RESOURCES 


CHAPTER 3 

The Process of Production 


The'^^position and prestige of a nation in world affairs and the material 
well-being of its people are in large measure determined by its productive 
capadty and perfoimance. The people of the United States have generally 
lived on a higher material plane than the peoples of Europe; western 
European standards have been higher than eastern; and Europe as a whole 
has exceeded the Orient in economic welfare. These variations in planes 
of living are largety caused by differences in productive systems and in per 
capita production. ]\faterial well-being in any country can improve only if 
production is increased, thus providing both the commodities and services 
people want and the money income with which to buy them. 

For individuals, the term standard of living is often used to designate 
how much money income—in wages or salaries or dividends— they receive, 
and what they can buy with these incomes. People are paid because they 
produce; with their incomes they buy the things that they and other pro- 
ducers are turning out in the factories, farms, stores, and other productive 
establishments of the country. The amounts of income individuals receive 
and the amounts of things they buy with their incomes determine dieir 
standards of living. But on the whole what they receive as earners and buy 
as consumer's depend upon the level of productive activ% in the nation. 

Production is a centi'al interest in economics. The position of the nation 
in international affairs— both in war and between wars— is directly depend- 
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ent upon its productive capacity. During war, productive cifpacity enables 
a nation to engage in military operations while sustaining its civilian popu- 
lation. Modern war is a war of productive systems; tlie decision is w'on by 
that nation or group of nations able to produce the largest amount and 
most effective kinds of military supplies and equipment. Events of recent 
years leave little doubt on this score. Between wars the economic position 
of a nation exerts great influence on its relations with other parts of the 
world. A large industrial nation may produce commodities and perform 
services vital to the well-being, and perhaps the existence, of other coun- 
tries. Its imports of raw materials and other commodities may help sustain 
the economic systems of countries in economically less dominant positions. 
An obvious example is Great Britain whose power and prestige during the 
nineteenth century were based mainly on its place as the foremost indus- 
trial nation of the world, as the ‘"workshop of the world/' The industrial 
growth of Germany late in the century threatened both the economic and 
political position of Great Britain. Similarly, the growth of Japan's power 
during the twentieth century—and its bid for dominance of the Far East— 
were made possible only by the expansion of its productive capacity. 

No modern nation has attained pre-eminence as a political power with- 
out a solid base in productive capacity. Changes in the relative industrial 
positions of die nations of the world in the future will inevitably lead to 
the decline or rise of certain nations. If a nation, therefore, is to maintain 
or improve its position in world affairs, its productive capacity must keep 
pace with, or surpass, that of the leading contenders in the ceaseless inter- 
national contest for position. Production alone, however, does not assure 
a xilace in international councils; it provides the material support of a 
nation's candidacy. It falls to diplomacy to use these means to best advan- 
tage. 

Interest in maximizing a nation's production has its beginnings as far 
back as the seventeenth century, during the mercantilist period when eco- 
nomics first assumed its modern form and outlook. Its earliest expression 
was largely nationalist— the desire to increase the wealth and power of 
a nation at the expense of other nations. Adam Smith’s monumental work. 
Aw Enquiry into the Nature and Causes of the Wealth of Nations^ pub- 
/ lished in 1776 is an investigation of the conditions that increase productive 
caxoacity and a declaration that economic liberalism is tlie best means for 
attaining maximum output. Smith pleaded Ills policy to enhance the power 
and glory of Great Britain and,, concomitantly, to improve the lot of its 
. citizens. Economic liberalism, established itself as an almost irrefutable doc- 
. . trine .when the prodigious expansion of production during the nineteenth 
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century, first in fngland, later in the United States, gave support to its 
thesis. 

More recently economists have revived their interest in productioii—or 
in national income as the monetary value of productive output. This pre- 
occupation was aroused by the prolonged depression of the 1930"s, when a 
considerable part of the xoroductive capacity here and in other countries 
was not used. The enormous increase in production (or national income) 
during the war and the problem of maintaining production and employment 
in the postwar years further stimulated general interest in the causes and 
conditions underlying the level of production. The attention of others in 
production extends to farther horizons. Will the expansion of American 
economic activity—and the strength and prestige that go with it—keep pace 
with that of Russia, of Germany, and of other industrial powers that may 
emerge? Are the conditions that made the United States industrially strong 
in the past capable of bringing about continued expansion? Are there con- 
ditions within this country that might impede its future growth? And, if 
so, what might be done to assure continued economic expansion? 

ELEMENTS OF THE PRODUCTION PROBLEM 

Before going into the discussion of the conditions governing the volume 
of production, the separate, but related, elements of the production prob- 
lem should be distinguished. The economic resources available in a nation- 
such as human efforts and talent, capital, and natural resources— form the 
basis of its productive capacity. The size and quality of its labor force, its 
plant, machinery, and equipment, its land, -minerals, energy, and other 
productive resources, establish the upper limit to a nation s productive ca- 
pacity. A nation can increase its production only to the extent that its 
resources will permit. The volume of production, or national income, is 
governed by two major decisions in the use of resources: 

1, The extent to which resources are used: levels. Production will be at 

a high level when resources are fully used, as during war; production 
will be at a low level when much of the nation's resources are per- 
mitted to remain idle* , 

2. The way in which resources are used: allocations. When labor and 
capital are allocated in the most economic manner, production will 
be high; when labor and capital are allocated between efficient and 
inefficient fields of activity, production will be relatively lower. ^ 

i Considerable attention will be given in, Chaps. 12-21 to the ways in which labor, 
capital, and other economic resources arb allotted.-. v' ■ 
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Full use of economic resources, therefore, does not in itself assure maxi- 
mum production. Maximum output is attained by the best allocation of re- 
sources when coupled with high levels of employment, 

THE PROCESS OF "production 

Economic life is an organization of producers to satisfy the wants of 
consumers. While this statement is generally correct, it should not be as- 
sumed that the conscious purpose behind producers’ activities is necessarily 
the satisfaction of consumers’ wants. The immediate purpose of most pro- 
ducers in a capitalist economy is to obtain an income— wages and profits— 
for themselves. To accomplish this purpose most of them produce things 
that result in the satisfaction of human wants. If wages, and particularly 
profits, are not likely to be earned, production will cease or be curtailed 
at the expense of satisfying consumer wants. Although it might be said 
that the ultimate social purpose of productive activity is the satisfaction 
of human wants, this social purpose forms no part of the immediate calcu- 
lation of a producer who makes a decision to invest capital, hire workers, 
and produce goods. In other words, the existence of human wants as such 
does not assure the production of commodities and services. Most human 
wants in this country today are satisfied by commodities and services pro- 
duced by business guided by profit incentives. Some wants, however, are 
satisfied outside the sphere of business activity. Governments render serv- 
ices without direct charge, such as public education, public health services, 
police and fire protection, etc. And many want-satisfying services are per- 
formed within the family; e.g., the preparation of meals, housework, and 
gardening. 

The dependence of production on monetary incentives is one of the dis- 
tinguishing features of this economic system. Both in Europe and the United 
States people have at one time or another lived largely by their own efforts, 
producing most of the things needed for subsistence. Earning money was 
subordinate to the main task of producing food and clothing for family 
needs. The surplus over and above family needs may have been sold for 
money, but more often it was traded directly for other things produced by 
neighbors. A production system may, like that of Soviet Russia, subordi- 
nate the making of money income by individual producers to the production 
of goods in accordance with, state purposes. These purposes obviously in- 
clude the satisfaction of . consumer wants, as well as state programs, such 
as military preparation, industrial diversification and expansion, and per- 
haps the maintenance of position and perquisites of the ruling bureaucracy. 
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The Complexify of Production 

The fact that the productive processes in the United States are highly 
specialized and are organized chiefly on the basis of making money for 
the producers accounts for much of the complexity of the system. Human 
wants act as a general guide to production; they are manifested by the 
ability and willingness of people to buy things. Producers must calculate 
this willingness in advance of production, and to make money they must 
produce those things people want badly enough to pay more for than they 
would for other things that could be produced. This is an enormously com- 
plex process, for there are often many producers catering to the same wants, 
and many wants are unstable. Since the satisfaction of wants depends 
largely on purchasing power or money income, the producer's success in 
making money also depends on his prospective buyers having an income 
and turning over part of it to him for the things he produces. ThuSy wants 
on the one hand and producers^ decisions to turn out goods on the other ore 
not directly related; they are, rather, indirectly related by prices, costs, 
money income, and markets. 

Production is a process that involves a continuous input of resources— 
capital, raw materials, labor, and managerial effort— and an output of com- 
modities and services in a fonn useful to the final buyer, or useful to other 
producers in further stages of production directed toward the same end. 
Almost any commodity in common use is the product of a long series of 
diverse and complicated productive stages, 

For example, consider the production of a can of string beans. In their 
raw form the string beans were grown in New York state, where farm labor 
was hired to plant and harvest the crop. The beans were shipped by truck 
to a near-by cannery, where other labor and a fairly elaborate set of ma- 
chinery processed the beans and canned them. From there a railroad car- 
ried the can to a wholesaler’s warehouse, where it was held for several 
months, before being shipped by truck to a grocery store, to be sold by the 
grocer and delivered by a grocery boy to the final consumer. The last act 
in this long process is the preparation of the string beans, together with 
other foods with perhaps an equally complicated background, for table con- 
sumption. These stages from the fami to the dinner table required the serv- 
ices of farm labor, of truckers and railroaders, the canner, the wholesaler, 
and, finally, the retailer. For cultivating and harvesting the farmer used 
machinery made in Illinois; the steel in these machines was milled in Penn- 
sylvania; the coal to make the steel was mined in West Virginia, the iron 
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ore in Minnesota. Ships and railroads brought these materkils from their 
sources to the fabricating centers. The cannery was built from lumber cut 
in Oregon and shipped by vessel to New York; the cannery machinery was 
made in Pennsylvania, the cans in Ohio, of tin from Bolivia smelted in 
Great Britain. The trucks, locomotives, and cars, the warehouse and retail 
store were produced by labor and materials from all parts of the country. 
Common labor, skilled labor, bankers, insurance men, salesmen—all had 
some part directly and indirectly in bringing the string beans finally to the 
dinner table. Mines and factories in all parts of the country and in foreign 
countries contributed indirectly to the satisfaction of eating the string beans. 

All these activities are prochictive whether they produce directly the 
goods consumed, the string beans in this example, or the goods essential 
to their eventual consumption: steel, tin, coal, lumber. The services per- 
formed by the railroaders, the truckers, the wholesaler, the retail clerk, 
the delivery boy, the banker who financed the canner and wholesaler, the 
insurance man who insured the string beans in their journey from the farm 
to the retailer— all are productive. The services of the post office or the 
telegraph company in transmitting the orders for tire materials involved, 
the services of the schools that trained the workers, the serwces of the 
police and fire departments who stood ready to protect the string"" beans 
during all stages— these are also productive. 

In these operations, economic resources are iDiit into use, and from this 
use the thing in production changes its form (from raw to processed string 
beans), or its location (from the farm to consumer's home), or it is held (by 
wholesaler and retailer) until needed and finally sold to the consumer. As 
noted in an earlier chapter this is the creation of utility. The input of re- 
sources requires an expenditure of money to hire, rent, or buy the various 
resources used: these are the money costs of producing the final product, 
which may be incurred long in advance of final production of the com- 
modity. The price of the final product is expected to cover the costs in- 
curred in the process. These costs in turn are the wages, salaries, and other 
incomes which make up the purchasing power with which the product may 
be bought. 

The many stages taced hex'e give.a typical pattern for the major part 
of the production process. It shows the vast specialization in production 
today. Specialization means that producers in general work for somebody 
else. Wage and salary employees work for an employer, but the employer 
works for the buyers of: his finished product, much as a dentil* works for 
his patients. The only producer; who "works for himself' is the mountaineer 
; ■ ^ scratches his hillside to, gro^r Ms food^, . weaves cloth from the wool 
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of liis sheep, ng^akes his own garments, and otherwise provides for no needs 
but those of his fainily. This man is independent, but quite likely very poor. 
Specialized production is more efficient. 

Specialization, it is obvious, requires an exchange of goods. Exceptions 
to this principle are those goods and services produced in the household 
for household use, and many of the services of government (such as police 
and fire protection) which, although part of the specialized production 
process, are not sold in the usual manner. But the bulk of the nations pro- 
ductive activities are conducted for the purpose of exchange, or sale. 

This point is of great importance since the level of output and the types 
of goods produced are governed by the prospects of advantageous ex- 
change. Prospects of sale exert a selective influence on production, encour- 
aging those types of goods and services which promise a good financial 
return and discouraging those that do not. Thus, whether production in 
general is running close to the capacity of the nations resources, or at some 
point below this level, depends largely upon the prospective sales and 
financial returns to the producers. Sales depend on the demand of con- 
sumers for goods and services and the demands of business and govern- 
ment for materials, equipment, and machinery necessary to maintain cur- 
rent ptoduction ani to expand productive capacity. The demand of con- 
sumers is largely detennined by the income they receive in the form of 
wages, salaries, or other payments. The demand of business for materials, 
equipment, machinery is governed by present and prospective profits, which 
are ultimately determined chiefly by the demand of the consuming public. 
The cycle of production and exchange, then, is an outflow of goods and 
services, an outflow of incomes as the cost of these goods and services, and 
the return of these incomes to buy the goods and services produced for 
sale (exchange). 

ECONOMIC RESOURCES 

Meon/ng of the Term 

What is produced and how much can be produced are matters that are 
partly determined by the availability of resources. Obviously, metals can- 
not be produced when ore is nonexistent, inaccessible, or too poor in quality 
to warrant mining operations; crops cannot be produced from soil and 
climate entirely unsuited to their growth. Nor can any amount of com- 
modities*be produced at will— production is kept within the limits of exist- 
ing resources. ' , . ^ , " . ■ - ' 



..w Kjr KC0UUKCt5 


Broadly defined, economic resources are those elements yi the environ- 
ment that are useful to man, that have a capacity to satisfy his icants di- 
rectly or indirectly. These elements are resources only when they serve man 
to satisfy his wants. Coal in the Pennsylvania hills was not a resource for " 
the Indians who originally inhabited the region, but it became so for the 
settlers who had the knowledge and means of using it. If coal were com- 
pletely displaced by other sources of energy, such as atomic energy, it 
would lose its resource qualities. The variety of resources at hand is partly 
determined by differences in natural environment and partly by differences 
in the character of society. The physical environment of the area of the 
United States was about the same four hundred years ago as it is now; yet 
the resources of the 1540's were substantially different from those of the 
1940'"’s. A hunting and pastoral society prized certain elements \vhich in an 
industrial society might be valued chiefly for recreational purposes, \vhile 
coal, oil, and metal ores cherished today were either hidden from or ignored 
by inhabitants four centuries ago. The waterfall that required an earlier 
man to expend energy in portage is a source of energy for modern man. 

Economic Resources as Factors of Production ^ 

The elements in the natural and social environment* that function in the 
service of man for the satisfaction of wants are termed the factors of pro- 
duction. These are customarily classed as land, capital, labor, and enter- 
prise (management). By “land,” economists mean natural resources or nat- 
ural agents. Land was classed in the seventeenth century together with 
labor as the base of production. “Labor is the Father and active principle 
of Wealth, as Lands are the Mother,” according to Sir William Petty. Land 
was formalized by the early nineteenth-century economists as one of the 
four factors of production, and w^as considered the most important natural 
resource, indeed, the greatest form of wealth. Land, however, no longer 
holds such an exalted position; ore deposits and energy sources have be- 
come under industrialism a contender for first place among the natural 
resources. It is therefore inappropriate at this point to use the word “land” 
in its traditionally inclusive sense. 

Economic resom*ces then may be classified as follows: 

A. Natural resources including: 

1., Land or the r climate-soil-topography combination 

2. Forest resources - . 

3. Minerals, or the fuel-metal combinations 
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iy Watei resources^ including water as a source of power, as an ave- 
nue of transport, and as a source of food. 

B. Capital resources, or the produced goods used in the process of pro- 
® duction. The tools, machines, equipment, buildings, improvements, 

and installations used in the growing, extraction, fabrication, trans- 
portation, and final sale of goods are the important forms of capital. 
Often, capital is virtually merged with the assets of nature itself, as 
when hydroelectric, irrigation, and reclamation projects are built and 
become part of the natural environment. Materials in process of pro- 
duction and finished goods found in manufacturers', wholesalers', and 
retailers' inventories are also part of capital. In this book, the discus- 
sion of capital will relate largely to capital facilities, i.e., tools, ma- 
chines, equipment, buildings, and installations. 

C. Human resources, or the eflForts and talents of man essential to carry- 
ing out productive functions. The functions performed by man in 
production are: 

1. Enterprise. This is the task of initiating projects and new produc- 
tive developments; it involves the imagination, energy, and talent 

^ "to get things going” and to formulate policies and the principal 
decisions for the continuation and direction of productive ac- 
tivity. 

2. Organization. This is the function of bringing economic resources 
together in an efficient combination and of establishing proce- 
dures and organizational forms to carry out projects conceived 
by enterprise. 

3. Management. This is the work of executing policies and direct- 
ing resources brought together in a productive unit. 

4. Risk-bearing. A productive enterprise usually requires the ven- 
turing of time, effort, and money on the part of some without 
assurance of future ]payment. Uncertainty of reward is character- 
istic of productive activities catering to future wants. 

5. Labor. This includes the great variety of tasks both manual and 
mental carried out under the direction of managers. 

These various functions may be carried out by one person. For example, 
the individual entrepreneur may initiate a productive undertaking, organize 
and manage it, risk his own funds, and do some or all of the work required. 
In the corporate form of business organization these functions tend to be 
separated in various ways. The term top management is often applied to 
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corporate officials who initiate work, formulate policies, and make the prin- 
cipal decisions; below this level is the management group that carries out 
policy and directs the work of wage and salary employees. Finantial risks 
are borne by officials and employees to the extent that they own stock in 
die corporation; in the large corporation, however, much of the financial 
risk is borne by stockholders who usually perform no other function than 
bearing some risk. 

These resources vary greatly in quantity, quality, and types; their world 
distribution is uneven. The most advantageous climate-soil-topography 
combination for agriculture and animal husbandry, coupled with a rela- 
tively advanced use of cajiital in the production of food, is found in the 
United States, Canada, Great Britain, and northern Eur0|3e. Similarly the 
major combinations of fuel-power-metal are concentrated in the North 
Atlantic region. In these areas too are found the human resources which 
because of ethnic characteristics, climate, and cultural conditioning are most 
adaptable to the techniques of modern industry. This North Atlantic region 
is the seat of the dynasty of coal and iron, mechanical energy and metals, 
where the bulk of world industrial production and much of its food produc- 
tion are located. Here is the great surplus area, producing far more tlian 
necessary to sustain its populations, while Asia, with two- thirds of the 
world’s population, gets along with little more than enough to feed its 
people. 

ECONOMIC RESOURCES OE THE UNITED STATES 

The United States, with its varied natural environment, combines and 
co-ordinates agriculture, manufacturing, mining, and the service trades to 
a degree not found elsewhere.^ Other countries less liberally endowed wdth 
land, forests, and minerals have developed in significantly different ways. 
In Germany the scarcity of resources impels a more careful* and intensive 
use of them than is customary in this country. Labor, however, has always 
been more scarce here than in most other parts of the world; consequently 
the United States leads the world in the conservation of labor resources. 
It will be seen in the discussion following that the way in which economic 
resources are. combined and used is governed in large measure by their 
relative scarcities, • " ' ' \ ^ ' ; 

^The service trades include trahsportation, communications, entertainment, hotel, and 
miiumerable others that irender and .mdustry. The service industries 
may he contrasted with indiistiies. 
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Natural ^Resources— Land 

^ Land resources— a combination of climate-soil-topography— are tlie bases 
of agriculture and animal husbandry. Of the 1,903,000,000 acres in this 
country, one sixth (350,000,000 to 380,000,000 acres) is normally in crops. 
Two thirds of this total is devoted to production of feed for livestpck, one 
fifth for food |)roduction, and the balance for cotton, tobacco, and other 
inedible raw materials. Some 800,000,000 acres are used for pasture. Thus, 
most of the nearly 1,200,000,000 acres in agricultural and livestock use are 
devoted to feed-growing and pasturage; only a small part is in food-crop 
production. These figures indicate a large per capita supply of land, a 
condition which must exist if a nation is to devote so much of its crop land 
to livestock feed and so much of its total acreage to pasture. In densely 
populated areas most of the crop acreage is in foodstuffs, pasturage being 
only a small percentage of the total acreage. India and Japan devote almost 
all of their crop acreage to foodstuffs; consequently animal products are 
relatively unimportant in the national diet (in contrast to 40 per cent in 
the American diet). 

The Mrge supply of land in this countiy has since the beginning of settle- 
ment been accompanied by a shortage of labor. Consequently labor has 
been used sparingly as a generaFrule; the typical labor-land combination 
has been much land and little labor. One result of this shortage has been 
a tendency to 'mine” the land, to exhaust tlie fertility of a plot and abandon 
it for new ground. This practice was actually the most economical under 
past circumstances, because a careful use of the land would have entailed 
the employment of more labor per acre, thus raising the cost of producing 
foodstuffs and raw materials. Land would have been "conserved,” but 
labor would have been "wasted,” i.e., used in a less productive employ- 
ment. Labor, being more scarce, was relatively more important. Undoubt- 
edly this practice contributed to the rapid utilization of land areas in the 
United States, but it also caused the ruin of a part of its natural resources. 

The plenitude of land and the scarcity of labor led early to an emphasis 
on the use of capital in American agriculture. Mechanized agriculture is 
best adapted to extensive acreages. The degree of agricultural mechaniza- 
tion varies considerably in different parts of the United States, depending 
as it does on topographical, crop, and labor-supply factors. The plains area 
is most suitgflble geographically for mechanization, and high labor costs 
(scarcity of labor) encourage the adoption of machine methods in this 
region. Oh . the other hand, the- southern states having a less scarce and 
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therefore cheaper labor supply, have made more ec(rnomical use of re- 
sources by employing labor rather than machines on a large scale. How- 
ever, the recent growth of manufacturing in the South with the conseqiienf 
shift of population to cities makes farm labor scarcer and therefore more 
costly than ill the past. 

Other Natural Resources 

Forest resources in the United States are extensive and generally acces- 
sible for exploitation. Energy resources, such as coal, oil, and rivers for the 
generation of electric power, have provided the basic energy for industrial 
production. Their proximity to raw materials, such as metal resources, and 
to transportation, such as water transit, encouraged an extensive and rapid 
development of these energy resources. Navigable rivers and long coast 
lines offer cheap transport facilities; and the topography of the country 
placed no major obstacles to the extension of rail transport linking up the 
raw material producing areas, the manufacturing centers, and the markets 
for finished commodities. 

The past use of many of these natural resources has been similar to that 
of land. In many areas forests have been cut down at . a rapid rate, but 
relatively little attempt has been made at reforestation, or careful selection 
of trees for felling. The scarcity of labor made it immediately uneconomical 
(unprofitable) for the producers to use labor to maintain forest resources 
when more could be found on the next ridge of mountains. Mineral re- 
sources have been exploited in the same general way, because this method 
of using plentiful and cheap resources was more economical in the short 
run than any other. In contrast, the mineral and forest resources of Euro- 
pean countries are very scarce, while labor is relatively cheap, so that labor 
is used to a fuller extent for conservation. 

Use and Conservation of Natural Resources 

In one sense the rapid exploitation and lack of conservation of natural 
resources in the United States is wasteful: materials are lost. But a different 
use of economic resources probably would have meant less production in 
the past. There is, however, another aspect of this question. Some natural 
resources are replaceable, others are , irreplaceable. Forest Tesources are 
replaceable over a considerable period of time; land resources me replace- 
able, i.e., fertility of the soil ban. be maintained, if proper farming methods 
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are used. But nmnerals generally are irreplaceable; deposits are eventually 
exhausted. The rapid drain on petroleum reserves, particularly during the 
war, hassled some geologists to predict a serious shortage in two or three 
decades. What will a future generation use as a source of energy when oil 
and perhaps coal are exhausted? Some advocates of conservation propose 
a curtailment in the use of oil and other exhaustible resources; others pro- 
pose a more careful use of these resources. Either course would defer some 
present uses of these resources to future uses; immediate profit of the in- 
dividual producer would yield to the material benefits of future generations; 
present levels of production and national income would tend to be re- 
strained in the interest of future levels of production and income. 

A nation has a vital interest in increasing its future productive capacity, 
which under industrialism is based chiefly on energy and metal resources. 
The important sources of energy in this country— coal and oil— are exhaust- 
ible. Metal deposits, too, are exhaustible. The continued depletion of these 
resources will eventually destroy the production system unless other energy 
sources, such as water power for the generation of electricity or atomic 
energy, and other metals, such as aluminum and magnesium, are adapted 
to production and utilized on a large scale. New resources and new tech- 
nology might therefore avert the decline of productive capacity in the 
modern industiial empires. Should this eventuate, the exlraustion of many 
presently vital natural resources might be oflFset by an effective use of these 
resources. But no one can be certain that new resources will be found to 
replace those now being depleted. The problem of conservation is vividly 
posed by modern warfare. Prodigious amounts of energy and metal re- 
sources are consumed, so that the nation which is most successful is also 
most extravagant in using resources; future productive capacity is, in this 
sense, sacrificed for immediate gain. 

Capital 

The term capital has a number of meanings. Professor Hicks, the noted 
English economist, defines as capital "all tliose goods, existing at a particular 
time, which can be used in any way so as to satisfy wants during the sub- 
sequent period.’’ ® This definition includes natural resources as capital, for 
these resources can be used in future times to satisfy wants. Similarly, con- 
sumer goods ^held in stock or inventories must be included. A more re- 
stricted and for present purposes more satisfactory definition limits capital 

3 J. R. Hicks, The Social Framework^ Oxford, 1942. 
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to produced goods used in further production^ The producer goods' 

or investment goods, discussed earlier in the book, cover this category. The 
principal interest here is in one aspect of investment goods about which 
there is no disagreement in definition, namely, capital facilities. Capital 
facilities are largely machinery, equipment, buildings, and installations 
made by man and used in the productive process. This term is more limited 
than investment or producer goods, which are both the materials (finished, 
semifinished, and raw) used in production and capital facilities. These 
terms shall be used frequently, although the emphasis will be placed on 
capital facilities as one of the elements of a nation’s productive capacity. 
Some of the main forms of capital facilities may be listed to indicate the 
scope of the term: 


Building and installations (plant) 

Factories 

Mills 

Foundries 
Warehouses 
Barns and sheds 
Fences, platforms, tanks 
Retail stores 
Garages 

Industrial equipment 

Engines 

Motors 

Derricks 

Furnaces 

Boilers 

Presses 

Die-making equipment 
Drills 

Cutting tools and machines 

Lathes 

Jigs 

Refineries 

: Mining equipment 

iildhdlhsIrsIMilltll^ 


Grain elevators 
Commercial buildings 
Hotels 

Apartment houses 
Hospitals 

Post offices, schools, c 
and other public buildings 


Grinders 

Tuihines 

Welding equipment 

Distilling machinery 

Distributors 

Driers 

Evaporators 

Feeders 

Finishing machinery 
Forging equipment 
Hydraulic equipment 
Loaders 
Machine tools 
Office equipment 
Pumps 


When a businessrpan says that he. is ^^unable to get capitar” he iLsually refers to his 
inability to borrow money from his baiik or from another lender. The busmessman wants 
vf money, but he usually wants it to construct a building or buy materials 'or machines— 
these items are capital. Thus money is generally regarded as a mere claim on cajpital 
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Chemical equfjpmcpit 

Rollers 

Electrical equipment 

Smelters 

Coolers 

Tanks 

Cookers 

Testing machines 

Crushers 

Generators 

Transport equipment and facilities 


Locomotives 

Buses 

Railroad cars 

Terminals 

Railroad tracks 

Airplanes 

Subways 

Airports 

Streetcars 

Hangars 

Trucks and trailers 

Highways and roads 

Ships 

Docks 

Paving equipment 

Pipelines 

Road-making equipment 

Canals 

Bridges 

Dredges 

Tunnels 

Barges 

Communications and power 


Radio stations 

Telegraph and telephone lines 

Power lines 

Hydi’oelectric projects 

Faim»machmery and equipment 


Tractors 

Corn pickers 

Plows 

Potato diggers 

Haiwesters 

Poultry equipment 

Combines 

Milking machines 

Disks 

Cream separators 

Cultivators 

Spraying equipmenP 

Hay balers 

Irrigation machineiy 

Windmills 



This list is by no means exhaustive. There are thousands of items in the 
capital-facilities category. 

The American economy, which is noted for its reliance on capital facili- 
ties, owes its indirect, complicated production process and great produc- 
tive capacity to the large amount and variety of capital facilities. The Na- 
tional Resources Committee ^ estimated the value of nonagricultural plant 
and equipment in 1935 at 105 billion dollars, agricultural plant and equip- 
ment at 9 billion dollars, governmental plant and equipment 19 billion dol- 
lars, a total of 133 billion dollars in capital facilities. Estimates of this sort 
are necessarily approximate, but they show the magnitude of capital facili- 
ties in this country. The value of these facilities, considerably increased 

^'National Resources Committee, Structure: of the Ajnencan Economy, Pt. I, United 
States Gox^ernment Printing Office, 1930. . .. . , - ! 
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since 1935 , is about equal to the value of all goods aiwi services produced 
by the economic system in a prosperous year. 

w- 

Capital Facilities and Investment— Net and Gross 

The production or building of capital facilities is known as investment.” 
Sometimes the producer makes these facilities for his own use, but more 
often he makes them for sale to other producers : both processes are invest- 
ment. This use of the term investment— the making of capital facilities— is 
more limited than the customary usage. When a person buys a bond or a 
corporation stock he usually calls this ah investment. However, in the sense 
used in this book and found widely in economic literature, investment u 
that part of total production composed of capital facilities and other invest- 
ment goods. As stated in an earlier chapter, investment involves saving, or 
waiting, because the production of facilities is a diversion of resources from 
the immediate production of consumer goods. 

With the passage of time and with use capital facilities wear out or 
depreciate. To maintain the stock of capital facilities a certain amount of 
investment is necessary annually. This is replacement of capital. If invest- 
ment exceeds the amount necessary for replacement, the nation's capital 
facilities are expanded; this addition is net investment. Total or gross in- 
vestment during a year is the investment needed to replace worn-out or 
used-up capital facilities and other capital goods plus net investment.® 

Investment and National Output 

Gross investment in capital facilities is part of total production during, 
for instance, a year. The remainder of total production is chiefly for con- 
• sumption purposes, or for the immediate satisfaction of wants. ^ Thus total 
production or gross national output equals gross investment plus the com- 
modities and services for consumption purposes.® Net national output equals 
net investment plus the commodities and services produced for consump- 
tion purposes. These terms will be discussed more fully in the following 
chapter. 

® Although emphasis here is placed on capital facilities as a component of annual 
investment, it should be noted that changes in inventories ox’ stocks of goods constitute 
additions to of deductions from current investment. Residential constjciiction is often 
counted as investment. International trade balances, too, enter into a nation^s annual 
investment; tliis aspect of investment is treated in Chaps. 34, 35, and 36. 

" Part of natioiial output takes the form- of war goods, 
s Plus war goods production 
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It will be noticed that investment in capital facilities and other forms 
of capital represents an excess of production over consumption. A country 
without such an excess cannot add to its capital or maintain its capital in- 
fact. India and China produce little more than is needed for basic con- 
sumption by their populations and are consequently unable to increase 
capital facilities to any substantial extent. It requires the great bulk of the 
working population of China and India to produce foodstuffs which, in- 
deed, constitute a poor fare. The surplus of production over consumption 
in the United States may be ascribed chiefly to the large supply of natural 
resources, especially of energy resources, such as coal, petroleum, and water 
power. This excess, as capital, has made possible constantly increased pro- 
ductive activity and, therefore, an ever-increasing surplus over consump- 
tion. At the same time the progress of technology increased the productiv- 
ity of the additions to capital facilities. As a consequence the productive 
capacity of the American economy is capable of providing high standards 
of consumption and high levels of investment, when both are compared 
on a per capita basis with other nations. Further increases in this produc- 
tive capacity, then, require the production of surpluses, in the sense used 
here, sufficient (1) to make up the depreciation of existing capital facilities, 
and (2) to allow for some net investment as well. 

Capital Facilities and Natural Resources 

Capital facilities and natural resources comprise the physical basis of 
a nations productive capacity. In some respects eapital facilities and nat- 
ural resources are similar, in other respects wholly dissimilar. As stated 
earlier, some natural resources are replaceable (soil fertility), others are 
replaceable only over a long period of time (forest resources), and others 
are irreplaceable (mineral deposits). Capital is a replaceable resource. 
Although it wears out or depreciates, replacement is possible if there is an 
excess of production over consumption for this purpose. Capital is similar 
to land, in this respect, although for most practical purposes land is rela- 
tively fixed in quantity while capital can be increased by net im’estmeiit. 
Capital, then, is an expansible resource. It is therefore dissimilar to mineral 
resources. In fact, as capital facilities expand, mineral resources are de- 
pleted because industrial capital draws on metal for its macliines (as well 
as for goods made by them), and on coal and oil for power. During the 
last two dec^es the growth and use of capital facilities have probably 
drained more irreplaceable natural resources from the earth than were 
used during all previous history. 
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: Capital Facilities and the Scarcity of Labor 

The prolific natural environment of this country made the growth 
capital possible; the shortage of labor made it necessary and economically 
worth while. American economic history has been characterized by a 
growth of laborsaving machinery and equipment. The large amounts of 
land and the scarcity of labor necessitated the use of capital equipment, 
i.e., farm equipment and machinery. In densely populated countries the 
existence of cheap labor makes it unprofitable to use much capital. The 
average production per acre is probably higher in Denmark than in the 
United States, but the average production per farm worker is lower. The 
use of capital to offset scarce labor here and tlie use of labor to offset 
scarce capital there, may fairly characterize the difference. Industiual de- 
velopments in the United States indicate that mechanization has constantly 
tended to be laborsaving, because capital is cheaper than labor for a great 
number of productive operations. This trend is cumulative in a sense. 
Laborsaving capital increases the productive output per worker. This in- 
crease is used partly for more consumption per worker (or per person) and 
partly for more surplus (saving) over consumption. From this surplus more 
capital facilities emerge and the expansion cycle can be repeated. The 
older industrial countries of Europe, being poorer than the United States 
in natural resources, have a smaller basis for capital growth, i.e., a smaller 
surplus over consumption needs; but their lesser scarcity of labor makes 
the need for capital relatively less urgent. India is a sharper contrast, for 
there the great amount of labor obstructs, on economic grounds, a substan- 
tial gro^vth of capital. Why should a costly harvesting machine be used in 
farming when labor is plentiful at low wages, or why should a steamship 
company install expensive cranes on tlie docks when Indian stevedores 
unload ships at lower cost? Capital accumulation actually occurs in such 
countries, but cheap labor keeps it at a slow rate. In the United States, on 
the other hand, capital is relatively cheap, labor relatively costly. 

Thus, the way economic resources are used in the productive process is 
largely governed by the relative scarcities of these resources and by the 
extent to which one can be substituted for another. 

Human Resources or Labor Resources 

Witliout the application of humian effort natural resources woxild be of 
little service in satisfying the of man; without human effort capital 
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facilities would laot* exist. Effort makes useful the endowments of nature: 
it creates capital from them. The efficiency of human effort depends upon 
die quality and quantity of labor itself, and upon the quality and quantity 
of other economic resources. Concerning the quality of labor three factors 
have been suggested as of vital importance—etlinic characteristics and in- 
heritance, health and energy, training and social environment:® The ability 
to learn and to carry on sustained and often monotonous effort are char- 
acteristies of great importance for the modern productive process; and these 
characteristics appear most pronounced among people of north and west 
European stock, including those of the British Isles. Climatic conditions 
play an important part in the health and energy of a people. The variable 
climate of the temperate zones is favorable to physical and mental energy 
and high standards of health. No major indushial area is found outside 
the temperate zones, partly because a greater standard of physical effi- 
ciency is found in regions of variable climate. The efficiency of human 
effort is governed, too, by training and social environment. The discipline 
essential for sustained effort is acquired partly, of course, by the necessity 
of earning a living, but also by the customs and habits in a community or 
nation. The environment of an industrial community is generally not con- 
ducive to sustained leisure; so strong are its environmental influences that 
work is preferred by most inhabitants to the boredom and social oppro- 
brium attending idleness. By necessity and tradition they “practice the 
hard efficiency that this age asks for moneyT 

Size and Distribution of the Labor Supply 

The number and the relative quality of productive workers are basic 
elements in the productive capacity of a country. The Census reports de- 
cennially that so many people are ''gainful workers”; in 1940 in the United 
States this w^as 53 million or 40 per cent of the total population; in 1947 
the number had increased to over 60 million^® But in addition to gainful 
workers there are millions of otlrers— especially housewives and children— 
who perform productive services, such as cooking, laundry, housework, 
gardening, etc. These must be counted as labor resources, but neitlier their 

9 E, Huntington and F. E. Williams, Bitstness Geography, Wiley, 1922. 

3-0 The estimate for any particular year of necessity obscures die changes occulting 
from month to iffontli in labor supply. For example, in Januaiy^ 1946, the Census Bureau 
estimate is 5S.5 million; for July, 1946, the figure is 62.8 million: for December, 60.3 
million. Over 3 million persons— mostly students and liousewives—enter' the labor force 
for temporary summer work and withdraw during the fall and winter. „ 
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number nor the value of their productive effort cam be'" measured accu- 
rately. ^ 

Accordingly attention here is confined to the gainful workers. These ai;e 
(1) people who work for a money income (wages, salaries, fees, profits) 
and (2) those who are able and willing to work but are unemployed. The 
first category includes those who work for wages and salaries as well as 
those “independent enterprisers” who own and manage then own busi- 
nesses. Table 1 shows the gainful workers of 1940 classified by types. 

Table 1 GAINFUL WORKERS, 1940 


Types of workers 

Men 

Women 

Total 

Proprietors and 




managers, nonfarm 

3,500,000 

300,000 

3,800,000 

Proprietors, farm 

6,000,000 

1 00,000 

6,100,000 

Professional 

1,600,000 

1,500,000 

3,100,000 

Skilled workers 

6,900,000. 

100,000 

7,000,000 

Clerical workers 

6,000,000 

3,000,000 

9,000,000 

Semiskilled workers 

6,200,000 

2,800,000 

9,000,000 

Unskilled workers 

11,500,000 

3,500,000 

15,000,000 

Total 

41,700,000 

11,300,000 

53,000,000 


Approximately 20 per cent of the labor supply in 1940 was engaged in 
agriculture; 17 per cent in manufacturing; 10 per cent in construction; 20 
per cent in trade and service; 18 per cent in transportation, mining, 
fessional work, public service, and miscellaneous fields; and 15 per cent 
was unemployed. In 1946 less than 5 per cent of the 60 million labor sup- 
ply was unemployed. 

The distribution of labor resources is determined directly by (1) the 
varied demands of the economy for the things produced by labor and (2) 
the amounts and types of other resources. The first determinant applies 
to specialization of production and therefore labor skills; the second to 
the quantity and quality of other resources. For example, in the United 
States some 12 million people are able to produce virtually all the food 
and other agricultural products needed. If land resources were less plenti- 
ful, relatively more labor, perhaps twice as much, would be required to 
produce this agricultural output, thus reducing the amount of labor avail- 
able for other fields of productive activity. 

The distribution of labor resources is also influenced by custom and tra- 
/dition, educational trainings and individual abilities. Custom and tradition 
may keep some people in coal mining, for example, although in other fields 
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their efforts might be more productive. The needs of the economy for coal 
could conceivably be satisfied with fewer coal miners, but the remaining 
(>pal miners might be reluctant to change jobs, or may be unfitted for new 
tasks because of a lack of training or natural abilities required for new 
jobs. Educational opportunity and the ability to learn are important espe- 
cially in defining the skilled groups and limiting shifts between types of 
specialized work. Unskilled workers, for instance, can scarcely become doc- 
tors or lawyers if they lack the natural abilities or training required. 

In the 53 million gainful-worker group in 1940, nearly 12 million were 
women and over 41 million were men. For several decades the percentage 
of women in the labor supply has been increasing, partly because the de- 
velopment of service trades has increased opportunities for their employ- 
ment. However, only about 22 per cent of all women in the age groups 
from 20 to 60 are in the gainful-worker class, and more than half of these 
are under 30 years of age. On the other hand from 90 to 98 per cent of the 
men in these age groups are gainful workers. Since virtually all men be- 
tween 20 and 60 are in the gainful worker group, very little expansion in 
labor supply can be expected from this source at any given time. However, 
women who are not in the gainful-worker category represent a sizeable 
reserve of potential workers. This was illustrated during the war when a 
large part of this reserve entered gainful work, thus largely compensating 
for the loss of male workers to the armed services. 

Long-Term Trends in Labor Supply 

Changes in labor resources over a long period of time occur because 
(1) the total population changes and (2) the age composition of the popu- 
lation changes. The United States has experienced a phenomenal growth 
in population: from about 6 million in 1800 to 140 million in 1946. During 
the same period the labor supply grew from less than 2 million to about 
60 million. The growth in population is accounted for by immigration and 
natural increase. Early in the nineteenth century birth rates in this country 
were high, about 40 per thousand population per year. Death rates were 
considerably lower and population therefore increased. Since then, birth 
rates have declined; in the early 1930 s they dropped to 16 and in recent 
years have averaged about 20 per thousand population per year. Death 
rates declined^ too (to 11 per thousand in recent years), but the difference 
between the two rates has narrowed, consequently the rate of population 
growth has slowed. The drastic restriction of immigration since the early 
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1920's has also decreased the rate.“ Population expert? predict a balancing 
of birth and death rates in this country within a few decades. If this occurs 
the American population and eventually its labor supply will have reached 
maximum size unless immigration is permitted on a large scale. The British 
and French have a balanced rate at present; on the other hand, Russia 
and Asia generally are experiencing substantial increases.^- 

Age composition means the percentage of population within defined age 
groups. These groups are customarily defined as (1) under working age, 
or under 15 years, (2) working age, or from 15 to 64 years, and (3) over 
working age, or 65 and over. As a population increases or decreases, the 
percentage in each of these broad groups normally changes too. Thus in 
the early American period of growth, during the time of high birth rates, 
the percentage of those under 15 years was larger than it is today, since 
the birth rate has sharply declined. The percentage in the working-age 
group, 15 to 64 years, is larger now than a century ago. Thus a change in 
age composition may add to the labor supply over and above the addi- ' 
tions caused by total population growth. For some time after a population 
becomes balanced or static, labor supply will grow because of the increase 
in the working-age group. But the progression of ages in a statip popula- 
tion extends farther, so that the percentage of the working-age group will 
decline eventually as the over-working-age group increases. At this stage 
the number of people annually reaching 65 years of age will be larger than 
tlie number of young people attaining 15 years, and the labor resources of 
a country begin to decline. 

It will be a number of decades at least before the cycle reaches this 
stage in the United States. Labor supply here is growing about 500,000 
annually. But France with its gradually declining population, and Britain 
whose population is virtually at its peak, face a decline in labor supply 
before many years. Sir William Beveridge in his well-known Report said 
that Britain faces the possibility of World War III a generation hence with 

Between 2 and 5 million immigrants entered this country each decade from 1850 
to 1900; from 1900 to 1909, 8 million entered. In 1913 and 1914 tlie annual average 
was 1.2 million. Over 40 million immigrants have entered tiiis country since 1820. 

. Beginning In the early 1920 s Congress limited inunigration severely, permitting since 
1924 only 150,000 quota immigrants per annum. Immigration from Canada and Mexico 
is not subject to quota* restrictions, but after 1930 ah immigrants were required to prove 
that tliey would not become wards of public charity. These restrictions have slowed 
immigration and consequently population expansion. 

xhe decline in birth, rates to 16 in the early 1930^s has been re^'^ersed, especially 
during die war years. This rise in birth rates has added several million to fhe population 
above the estimates of future growth made in the prewar years. This fact alters the 
experts* predictions mentioned' :abpve;. but probably will not afiect their conclusion, 
namely, that population stability's probable in future decades. 
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several million ffewe*- people in the working and fighting ages than it had 
in World War 11. 

^ The influences of population changes on a nation’s productive capacity 
are quite evident Growth in labor resources has been one of the founda- 
tions of the growth in production, here and across the Atlanticd^ For sev- 
eral decades more at least this country is assured a continuing increase in 
this resource; at sometime in the future a stable, then perhaps contracting, 
labor supply is expectedd^ In the future, therefore, increases in produetive 
capacity will depend more and more on the growth of capital and on the 
development of new energy and mineral resources. 

GENERAL INFLUENCES GOVERNING THE USE OF RESOURCES 

Economic resources— human effort, capital, -and natural resources-exist 
in all economic systems. But tlie ways in which they are used and com- 
bined differ radically among countries. Production is organized econom- 
ically so that wide use is made of the relatively abundant resources, limited 
and careful use of the relatively scarce -resources. A combination of re- 
sources appropriate to India would be most uneconomical in the United 
States. Each country tends to use its resources in a way calculated to ob- 
tain the best productive results, i.e., the largest output at the least cost. 

Production in different countries is also conditioned by the prevailing 
technology which is the knowledge and technique employed in using eco- 
nomic resources. Technology is not limited to mechanized techniques; 
handicraft work, for instance, is based on its own technology. Technology, 
in a broad sense, embraces the knowledge and techniques of organization, 
of marketing, of finance, and the whole range of operations through which 
economic activity passes. The characteristic technology of modern eco- 
nomic systems revolves about mass production, large-scale organization and 
finance, extensive marketing, and transport systems. 

Social institutions— embracing customs, laws, generally accepted beliefs, 
legal concepts— profoundly condition the use of economic resources. In 
the United States law and public sentiment suppqrt the system of private 
property and private initiative, so that economic resources in this country 
are organized largely on the basis of these social institutions. Custom is 

Indeed, during tire years 1890-1910, industry in general encouraged immigration 
as a means of acquiring a cheap labor supply for its expansion. 

Such chiipges may show variations; thus the increase in births during the 1940’s over 
the 1930's will make labor supply additions in the i960"s greater than those o£ the 1950’s. 
A change in one decade may be reversed in flie following because of earlier variations in 
birth rate. ' . ^ ‘ 
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an important influence in governing economic wants-'^-a producer ignores 
custom at great risk. Underlying beliefs, such as a conception gi justice, 
hold economic activity within certain limits. These beliefs may be rein- 
forced by law, such as those governing the employment of women and 
children, the length of the working day, minimum wages, the issuance of 
corporate securities, etc. In short, economic behavior, like all social be- 
havior, is subject to and governed by sanctions, legal or customary. 

PRODUCTIVE CAPACITY 

Productive capacity is not an easily measurable limit. During a pro- 
longed depression capacity might decline as labor loses its skill through 
idleness and capital facilities are allowed to deteriorate. A period of pros- 
perity or of war, on the other hand, brings with it an expansion of capi- 
tal. At any given time productive capacity depends upon (1) the volume 
and types of economic resources, (2) the allocation or distribution of these 
resources among the various uses for them, and (3) the skill with which 
these allocated resources are used. 

These points need some amplification. The first relates to the. quality, 
quantity, and ‘'balance’" or ratio among economic resources. Little more 
need be said of the importance of the quality and quantity of human re- 
sources, capital, and natural resources. But quantity and quality alone are 
not decisive if resources are not "balanced."" India, for example, has an 
enormous labor supply, but its capital equipment and natural resources 
are inadequate; consequently its productive capacity per person is low. 
To be sure, the few have great wealth but most of the people are extremely 
poor because their great numbers mean low productivity and income. On 
the other hand, the balance or relative supply of resources in the United 
States is such that labor is amply supported by capital and natural re- 
sources; consequently productive' capacity is high. 

Nations sometime follow policies, such as imposing subsidies and tariffs, 
for the purpose of building up certain productive segments of the economy. 
An industrial nation, sqch as Germany, endeavors to dev^elop agriculture 
and natural resources as fully as possible; and an agricultural nation, such 
as Brazil, endeavors to develop industrial resources. This balancing of 
resources is often sought for purposes of military security, e.g., a nation 
wishes to become independent of uncertain and distant sources of supply. 
The allocation of resources among the varied fields of production affects, 
' too, the productive capacity of a nation. The value of product or output 
per worker is usually less in agriculture than in manufacturing, and less in 
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manufactpring fliani in the service industries. This may be explained by 
the fact that agriculture is usually an ‘bid” industry with an ample labor 
.supply, while manufacturing is newer and employs relatively less labor, 
as do the service industries. Predominantly agricultural countries have a 
relatively low productive capacity per worker; predominantly industrial 
countries have a relatively high productive capacity per worker.^"’ Thus 
the same complement of economic resources will usually yield different 
outputs, and have different capacities, depending upon their allocation, 
i.e., degrees of scarcity, among the various productive fields. 

The importance of intelligent and enterprising management as a factor 
in productive capacity is beyond question. Economic resources do not 
function automatically; they must be organized and directed. Management, 
either public or private, performs this function, and both actual output 
and productive capacity vary with the degree of skill and enterprise ex- 
hibited by management. 

Long-Term Changes in Productive Capacity 

Eventually, when population and labor suppty decline, the United States 
and the western European industrial nations will no longer continue to 
grow in productive capacit^^. New industrial areas, such as Russia and 
Japan, with rapidly growing populations, will enjoy a relative advantage 
over western Europe and the United States so far as changes in labor sup- 
ply are concerned. Unlike labor resources, there is no reason for capital 
growth to cease in the United States and Europe as long as (1) incentives 
to invest exist and (2) the public is willing to save or forego some current 
consumption, i.e., to allow an excess of production over consumption. Un- 
less the growth of capital and the improvement of technology continue 
when labor supply becomes stable, productive capacity will level off; and 
when labor supi)ly begins its decline, a loss in productive capacity can be 
avoided only if capital continues to increase; and at this point a further 
growth in capacity can be achieved only if capital expansion is accelerated. 

Changes in productive capacity resulting from exhaustion or discovery 
of natural resources may show as great a geographical diversity in the 
future as in the past It is not unlikely that the older industrial nations will 
experience considerable difficulties in maintaining their relative production 
positions because of natural resource depletion, while new sources of raw 
materials hi^Kussia and other parts of Asia, may favor expansion there. As 
new industrial centers, these latter regions have not expended their en- 

See Colin Clark, The Conditiom of Ecmomic Progress, Macmillan, 1940. 
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dowment of natural resources to the extent that Europe and the United 
States have. Productive capacity, therefore, may shift heavily in_ favor of 
Asiatic nations—a movement reinforced by their large and growing labor 
resources. 

With all these influences affecting long-term changes in the productive 
capacity of a country, and its position vis-a-vis other productive areas, 
de^'clopments in technology play a major role. In many respects new tech- 
nological developments assume a position of growing importance for the 
older industrial nations, with their stable or near-stable labor resources 
and diminishing reserves of metal and oil. The newer industrial areas, such 
as Russia, may be able to place relatively more dependence upon the 
elements that accounted for much of the growth of the older industrial 
areas, namely large quantities of man power and natural resources. This is 
no longer open to the United States and Europe to the same extent, conse- 
quently technological developments and capital investment must grow in 
importance as elements in future growth of productive capacity. 

Production and the Capacity to Produce 

■ - . '(fii " 

The actual volume of production must be distinguished from the capacity 
to produce. There are times when the volume of production almost equals 
the capacity to produce, as it did during the war. At other times produc- 
tion is well below this limit, with excess or idle capacity existing in virtually 
all spheres of production, as during the prolonged depression of the IQSO’s. 
Given the productive resources or capacity, several different conditions 
under which this capacity is used may be distinguished— ranging from a 
maximum of a war economy to a minimum of a depression economy. 

1. Extended use of economic resources. This is the condition during war 
periods, ^nd involves setting aside many of the usual restrictions on 
the use of resources: increase of work per day and per week, curtail- 

y ment of workers’ time off, speeding-up of operations, abandonment of 
the single shift for two or three shifts in factories and mills, the defer- 
ment of normal repair work on capital facilities to reduce time lost, 
and a host of other expedients to get the maximum production out of 
the resources at hand. 

2. Relatively full employment of economic resources. This is the condi- 
tion during a period of normal prosperity. At such a ^^ime the cus- 
tomary limits to resource’-use remain in force, and given these limits, 
virtually all labor wilUng to work at the wages and conditions offered 
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is employe*d. Virtually all, but not all, for at any time some workers 
will be idle because of illness and accidents or because of shifting 
from one job to another, unavoidable interruptions in production will 
temporarily throw some people out of work, seasonal layoffs will mean 
idleness for some, and the gradual decay of some industries will mean 
unemployment or underemployment of workers unable or unwilling 
to shift to newer fields. Unemployment for these reasons is not large— 
perhaps no more than 5 per cent of the gainful workers. Under nor- 
mal circumstances this may be termed normal unemployment. For all 
practical purposes, this represents a condition of relatively full em- 
ployment of the resources available for work. (The late 1920’s and 
1946-47 approximated this condition.) 

3. General unemployment of labor and idleness of capital facilities. This 
is the condition during a period of depression. From 1930 to 1940 
many millions of workers able and willing to work at the prevailing 
wages were unable to obtain employment. Depression unemployment 
was added to the normal unemployment discussed in the second con- 
dition. Capital facilities at the same time were idle on a large scale. 
Thg condition generally was one in which the volume of production 
was materially below the normal productive capacity of the nation. 

The explanation of these changes in the level of production is one of 
the important tasks of economics, and one which is given considerable 
attention in the remaining chapters of this part. 

SUMMARY 

Production is a continuous process in which economic resources are 
brought together to produce commodities and services. This process may 
be viewed as a flow— an ' mflow" of economic resources and an ^outflow’’ 
of goods and services. Payments are made to owners of economic resources 
for their part in this process; these payments are the main costs of produc- 
tion, and as wages, etc., constitute the principal fund of purchasing power 
a^^ailable to buy the output of the productive process. The size of this flow 
of goods, and services depends upon (1) productive capacity, (2) the extent 
to which this capacity is used, and (3) the efficiency of this use. The allo- 
cation of these resources among the various fields of productive activity, 
their efficiency', orgarnzation, and management are elements which govern 
the cajoacity^of the resources at hand. The extent to which this capacity is 
used in turn is governed by a complex of social customs and the monetary 
incentives which lead to decisions to produce. v . 
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Productive capacity and the flow of goods and services are subject to 
changes over time. In the past the opening up of new areas Avith their 
wealth of oatural resources, a prodigious growth in population and labor 
supply, a substantial accumulation of capital, and deveIoj3ment of tech- 
nology all accounted for huge growth of capacity and output in the major 
industrial nations. In the course of time, some of these expansive influences 
are likely to recede in importance in the North Atlantic region. This may 
alter the rate of long-term expansion, and perhaps shift the center of growth 
to other areas, notably Asia. These long-term changes in productive capac- 
ity are only in part subject to control. The depletion of natural resources 
may be partly retarded by conservation in use, partly and perhaps wholly 
offset by the development of substitutes and new energy sources. The 
growth of capital is assured if incentives to invest exist and production is 
maintained at high levels, for capital is formed out of the excess of pro- 
duction over consumption. But little probably can be done to arrest the 
eventual decline in population and labor supply. The retarding effects of 
such a decline might be compensated by further growth in capital facili- 
ties, emphasizing the saving of labor, or increased productivity of labor. 

As for the present and near future, the economic welfare and ^strength 
of a nation depend upon (1) the extent to which existing economic resources 
are employed, (2) the allocation of these resources among the various fields 
of productive activity, and (3) die distribution of the product, or income, 
among the population. The first of these matters is discussed in the re- 
mainder of this part, the second in Part IV, and the third in Part VIIL In 
the next several chapters the employment of economic resources to pro- 
duce commodities and services is analyzed in terms of national income, 
its components, and the causes and conditions that govern its level. 


CHAPTER 


Nafional income and National Output 




The commodities and services flovsdng from the productive'r^ctivities of 
economic resources ih^ tijp ihe national output, and the incomes earned 
in this process cojpaprise; the national mcome. This continuous flow of na- 
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tional output embraces a vast array of difiFerent commodities and services, 
of producer goods and consumer goods. The volume of this flow is of prime 
ipiportaiice to the nation and to the individual because in general it meas- 
ures the performance of the economic system. Since different units of 
measurement of commodities—bushels of wheat, bales of cotton, board 
feet of lumber, tons of steel, barrels of oil, gallons of gasoline, quarts of 
milk, yards of cloth— cannot be added together, the flow of national outpuf 
is measured in terms of its dollar value. The total of commodities and 
services can thus be compared from year to year, therefore providing a 
means of gauging the performance of the productive system. 

After World War I statisticians and economists became increasingly con- 
cerned with the problem of measuring the yearly value of the nation s 
output of commodities and services and its income. During the 1930 s an 
acceleration of work on this problem resulted in the preparation of esti- 
mates by the United States Department of Commerce and the National 
Bureau of Economic Research of New York City.^ (There are now annual 
estimates available beginning with 1914.) 

Concurrently with the statistical measurement of national output and 
income |n the early 1980 s, economists made searching theoretical analyses 
to discover the causes that establish and change its level. John Maynard 
Keynes (later Lord Keynes) took the lead in this study.^ The interest of 
economists and statisticians in national output and income was stimulated 
largely by the economic, ^political, and social problems which arose during 
the depression of the 193ffs. The severity of these problems forced the 
attention also of political, business, and labor leaders to a consideration of 
the level of national income and output and the means of increasing it. 
When war broke out in 1941 the enormous military expenditures changed 
a prewar condition of unemployment of resources to a condition of extended 
use of resources with record levels of national output. With the close of 
the war economists and public leaders turned their attention to the pros- 
pects of maintaining high levels in the peace years following. 

National output and income, therefore, have attained positions of special 
imp)ortance in economics and in public policy. Since the volume of national 
output generally measures the performance of the economic system, it is 
to a great degree a guide to public policy. Consequently some imderstand- 

^ National Income (Senate Document), 1932. A comxDrehensive revision of national 
income estimates ai:)pears in National Income, supplement to the Survey of Current 
Business^ Jul}^947, published by the United States Department of Commerce. , 

-His great work. The General Theory of Employment, Inter es^t and Money (Harcourt, 
Brace, 1936) serves as the point of departure for niuch of the recent dieoretical work in 
economics. . . - ■ - 
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ing of national output and income is indispensable to flie student if lie is 
to penetrate even a short distance into the complexities of contemporary 
economic life. ^ 

MEANING OF NATIONAL ■ INCOME AND NATIONAL OUTPUT 

Thus far national output and national income have been defined only 
in general terms. It is necessary now to consider these concepts in more 
detail and to distinguish between closely related concepts and magnitudes. 
Specifically, five concepts are to be distinguished. 

1. National income 

2. Income payments (personal income) 

3. Gross national output (or product) 

4. Net national output (or product) 

5. Aggregate demand or expenditure 

These will be taken up, not in this order, but in a sequence which will 
bring out their relationships most clearly. 

Gross National Output 

Gross national output is the total output of commodities and services for 
a given period of time; this may also be termed -aggregate supply. In 1946, 
for example, gross national output was estimated at 204 billion dollars. The 
commodities that make up this output are finished or products, i.e., 
products in a form ready for final use. Consumer products, such as ciga- 
rettes, clothing, radios, food, are in a finished form ready for the final user— 
the consumer. Similarly, all currently produced capital facilities, such as 
machinery, equipment, and industrial buildings, are finished products ready 
for the final uSer— the producer.^ War goods of all types are also finished 
products ready for the final user— the government. These three groups of 
finished products comprise the commodities that normally make up the 
greater part of the gross national output. The value of these commodities 
is measured by their price {or cost) to the final user, i.e., to the consumer, 
the purchaser of capital facilities, or the goveimment. 

In the production of finished commodities as defined here, raw materials, 
semifinished materials, and parts are processed, fabricated, and installed 

,, s Capital facilities are finished , or . final products in the sense that tH% require no 
' further processing or change; they .are in the final form required for their intended use 
and in this form they normally are used over a period of time, i.e.; they are durable-use 
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into the final plodmct. The value of the component elements used in the 
production of final products appears as part of the value of the final prod- 
uct. Thus, some part of the value or price of a loaf of bread 'represents” 
the value of the wheat, some part of the value or price of an automobile 
represents the value of the steel used in its production. If the value of 
these materials were added to the value of the finished product, it is 
obvious some things would be counted more than once.*^ 

The value of services forms the remainder of gross national output. Ail 
services, however, are not counted directly in measuring output. The serv- 
ices excluded are those necessary to commodity production; their value is 
' represented” as a cost in the value of the finished or final commodity. The 
services of all employees in a plant, for example, as well as the services of 
people engaged in related transportation, public utility, legal, and other 
occupations essential to the plant’s operation are included in the value of 
its final products. But some services are rendered directly to individuals 
and, therefore, their value forms a separate part of gross national output. 
The services of beauty parlors, professional football and baseball players, 
physicians, lawyers, hotels; utility services for domestic purposes; services 
performed by government— all are in this category. 

Gross national output therefore includes (1) finished or final products, 
such as consumer goods, capital facilities (both for replacement and net 
capital growth), and the materials and equipment for the armed services; 
and (2) all services of federal, state, and local governments, and services 
rendered by individuals and businesses directly to private persons. This 
total represents the results of the productive efforts of a nation’s economic 
resources. In other terms, with the economic resources at hand— or a given 
productive capacity— the level of gross national output is a measure of the 
extent to which these resources are employed. Throughout this book when 
the term national output is used it will mean the gross output 

Nef Nafional Output 

Net national output is equal to gross national output minus the deprecia- 
tion of capital facilities. It is the net value of the commodities and services 
(as described above) produced during the course of a year, i.e., their value 
after allowing for the using up or depreciation of capital facilities during 
the year. 

/ 

^ For purposes of simplicity this discussion assumes that all raw and semifinished 
materials produced go into final products during the course of the year. Net changes in 
in^'entories are thus ignored at this point. , 
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An example of a familiar type of small business enterprise may aid in 
making the distinction involved here. Suppose a man owns a moving van 
which cost him $4,000. During the course of a year suppose his gross re- 
ceipts derived from moving family possessions come to $10,000. He pays 
$3,000 in wages to a helper, $1,300 for gasoline, oil, and repairs, and $200 
in sales and other indirect taxes.® The $10,000 represents the gross value of 
the services rendered by this enterprise and is analogous to gross national 
output. During the year his van suffers wear and tear, and at the end of 
the year it is worth only $3,000. Depreciation, therefore, is $1,000. From 
the proceeds of his business he deposits $1,000 in his bank so that at 
the end of four years (assuming he deposits this amount each year) he will 
be able to replace his van. Therefore, the $1,000 of depreciation is de- 
ducted from his gross receipts, leaving $9,000 as the net value of the serv- 
ices rendered during the year by this business; this is analogous to net 
national output. The $1,000 wear and tear is deducted because it repre- 
sents that part of the value of the van used up during the year. Or it might 
be said that this is the amount of last year's output (when the truck was 
built) that appears in the gross value of this year's services rendered by 
the enterprise. 

A similar illustration may be employed for the economy as a wholer- 
Suppose this nation produces in some one year a gross national output of 
190 billion dollars. The capital facilities used in the production of this out- 
put will suffer wear and tear in the process and become one year older 
during the course of the year. For both reasons, the value of the capital 
facilities will be less at the end of the year than at the beginning: this loss 
is depreciation. The capital thus used up is in effect converted into finished 
commodities in the process of production. Suppose this depreciation 
amounts to 13 billion dollars during the year. In order to restore these 
capital facilities— or to maintain thern— 13 billion dollars of the gross out- 
; put (i.e., in the form of new capital facilities) must be devoted to replace- 

ment of these facilities. In the previous chapter this was referred to as 
. capital replacement. When this replacement is accounted for the balance 
is 177 billion dollars, the net national output. The value of net national 
output is equal to all the incomes earned or produced in the course of the 
year plus indirect taxes levied on business which appear in the cost of 
commodities and services produced.^ To continue the illustration it is 

. , ^The indirect taxes paid by this entrepreneur are part of the cost of the services , 

. , ' ’■' ' rendered by him and must be distinguished from a direct tax, such as tlie p*^rsonal income 

, ,.tax, which is not a business cost” V'' , 

^ Department of Commerce ■ estimates include other items as well which may be 

\ ’ ' ignored |for present purpos^.. , , ' ' ' ' ■ 
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assumed that iTidiiect taxes are 10 billion dollars and incomes 167 billion 
dollars. 


' ■ National Income 

;; National income is the total of all incomes earned in the productive proc- 

ess during a given period of time. These incomes are the factor costs of the 
commodities and services produced, and take the form principally of wages, 
salaries, profits, interest, dividends, and rent earned in production. National 
income is equal to net national output minus (principally) indirect business 
taxes; or, factor costs plus indirect business taxes equal net national output. 

The national-income concept may be illustrated by further examination 
of the moving-van example. It was shown that the owner of the van set 
aside $1,000 for depreciation, and paid indirect business taxes (e.g., the 
sales tax on gasoline purchased for the van) amounting to $200. When this 
tax is deducted from the net value of services rendered ($9,000) the 
$8,800 remaining is the income earned (directly or indirectly) by the oper- 
ation of the van during the year. The owner paid his helper $3,000 in 
wages; and he spent $1,300 on supplies and repairs. This amount indirectly 
is income for it may be resolved into incomes of those who sold him the 
supplies or rendered him services, e.g., the mechanic who repairs the van. 
The amount remaining-— $4,500— is the income which accrues to the owner 
; , of the van. These incomes total $8,800 and this total is analogous to na- 

■ tional income. 

; The distinctions between gross output, net national output, and national 

income can be made clear by developing the previous illustration using 
aggregate figures. The production of commodities and services involves 
' costs. What are the costs of a gross national output valued at 190 bilhon 

dollars? First, the cost of the capital facilities used up in producing the 
output of commodities and services (13 billion dollars); second, the indi- 
rect business taxes (10 billion dollars) which are included in the prices of 
' finished products to their buyers; and third factor costs, the wages, salaries, 

interest, rent, profits, and di\ddends involved in production (167 billion 
dollars). The total cost of producing gross national output therefore is 
190 billion dollars; that part accruing to the factors of production, 167 
billion dollars, is national income, and this, plus indirect business taxes, * 
is net outp^. The 13 billion dollars of /capital used up is attributable to 
efforts of earlier years when the capital was produced; the 167-bilIion-dollar 
income measures the net current effort required for. production. 
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Income Payments (Personal Income) 

A distinction must be made between income earned or produced in the' 
economic system and the actual income payments flowing to the public at 
large. At first sight, it might appear that these should be identical, and 
under some circumstances they might indeed be equal. It is conceivable 
that the 167 billion dollars of national income in the present illustration 
would be accompanied by income payments (wages, salaries, profits, etc.) 
of the same amount. While possible, this is not usual, because (1) some 
earned income is not paid out to tliose who have a claim to it; (2) at other 
times more income is paid out to those participating in production than is 
actually earned; and (3) at all times income payments are made to some 
groups whose claim to these payments is not based on current productive 
effort. Thus in practice income payments usually exceed or fall short of 
national income; only rarely are they equal. 

An excess of income payments over national income usually occurs dur- 
ing a period of depressed economic activity. This excess occurs because: 

1. Government makes substantial payments to groups who do pot pro- 
duce goods or render services in return, e.g., relief payments to the 
unemployed and the destitute aged, bonuses and benefits to veterans, 
etc.; ^ and it pays large amounts as interest on its debt. 

2. Business enterprises, particularly corporations, make income pay- 
ments— such as dividends— although this income may not be currently 
earned. Funds from a company’s bank balance might be drawn on for 
this purpose, or, more likely, part of the current receipts are used to 
pay dividends instead of being used to replace capital facilities. 

Part of the excess of income payments over national income in the depres- 
sion years of the 1930"s was due to the attempt on the part of government 
to stimulate economic activity by spending public funds. More will be 
said on this point later. 

Income payments fall short of riational income as a rule in a period of 
normal prosperity and during war. The reasons for this deficiency of in- 
come payments may be summarized as follows: 

L Business retains part of its profits, holding them as "undistributed earn- 
ings,” when earnings are large.- This occurred during tlip prosperous 
1920’s and again during and immediately after World Wat 11. 

■ y, Such payments to “noEtproducers*"^ are often called transfer payments. 
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2. Part of corpcB*ate income is taxed under corporate income-tax laws 
an4 therefore is not available to be paid by the corporations to their 
^ owners; also social security taxes are treated as income but are paid 
to government not to those who earn the incomes. 

The distinction between income earned and income payments may be 
brought out by the moving-van illustration. Income earned is $8,800; the 
wage payment is $3,000, and $1,300 is resolved into other income payments, 
leaving $4,500 as the earned income of the entrepreneur. If he draws this 
out, income payments and income earned are equal. He may, however, 
take only $3,500 of his earnings and add $1,000 to his business; in this case 
income payments of $7,800 are less than income earned ($8,800). On the 
other hand, suppose he draws out the $4,500 as well as the $1,000 pre- 
viously, set aside for depreciation. In this case his income payments (to 
himself) are $5,500, and income payments exceed income earned. Business 
often pays out income during depression by failing to set aside reserves for 
depreciation; and in good years it normally pays less than it earns; i.e., it 
saves. 

V® , ■ ■ 

Aggregate Demand or Expenditure 

Aggregate demand is composed of (1) the expenditures of consumers for 
commodities and services, (2) the expenditures of business for capital facili- 
ties and other investment goods, both for replacement purposes and for 
capital expansion, and (3) the expenditures of government for commodities 
and services. These expenditures are equal to the value of gross national 
output; the value (or the sum of the market prices of commodities and 
services comprising gross national output) is measured by aggregate de- 
mand—indeed it is determined by aggregate demand. 

Gross Output Net Output National Income^ and Income Payments 

In the discussion above these basic concepts have been briefly described 
and contrasted. Table 2 gives figures for each year since 1929. Column 1 
is the gross national output, which is the dollar value of all final com- 
modities produced, services rendered to persons, and the cost of govern- 
mental services. It measures the over-all productive activity or perform- 
ance of tl^^economic system. Column 2 is net national output. The differ- 
ence between columns 1 and 2 measures chiefly the amount of capital used 
up in producing gross output. Column 3 is national income, total income 
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earned each v ear, and column 4 is the payment of incorte which comprises 
current purchasing power in the hands of the public. This latter amount 
IS available for consumption expenditures, individual savings, and the pay- 
ment of personal taxes.® ^ " 


Table 2 


NATIONAL OUTPUT AND NATIONAL INCOME, 1929-46 


1929 

1930 

1931 

1932 

1933 

1934 

1935 

1936 

1937 

1938 

1939 

1940 

1941 

1942 

1943 

1944 

1945 

1946 


1 . Gross national 
output 

$ 1 04 billions 
91 
76 
58 
56 

65 

72 

85 

90 

85 

90 

100 

125 

160 

193 

210 
213 
204 


2. Net national 3. National 4 . Jncomo 

output 

income 

payments 

$95 billions $87 billions $85 billions 

82 

75 

- ■','76 , 

68 

59 

65 

51 

42 

49 

49 

40 

47 

58 

49 

53 

65 

57 

60 

77 

67 

71 

82 

74 


77 

67 

68 

82 

73 

73 

92 

81 

78 

116 

104 

95 

50 

136 

122 

82 

168 

149 


199 

201 

193 


182 

183 

178 


165 

172 

177 


iiiifi 
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f . , ^ comprises the commodities and services for tlie satis- 

ac ion o consumer wants, the currently produced capital facilities for the 
productive system, and the materials and equipment of war Tlv 
tion activity is the chief source rrf ^2 - V^odnc- 

payments are the nrinc’ 1 nations income payments; and these 

of ^tbte T ? source of purchasing power to buy the outnut 

... this productive activity. Except for that part produced by governmTnt 
gross national , output is produced for , sale principally to cLsumerind 
® CnrreBt cxpenditurpu \ 
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producers. As fliis* output flows to the final users or purchasers, most of 
the income paid out in producing it is returned to producers in the form 
jof consumer expenditure; the balance of output is purchased by the other 
components of aggregate demand— investment and government expendi- 
tures. There is, then, a great circular flow of output, money incomes and 
other costs— an outflow of commodities and services and a return flow of 
money as these commodities and seiwices are purchased. 

COMPOSITION OF NATIONAL OUTPUT 

Commodify and Service Production Volumes 

Commodity production in this country normally accounts for approxi- 
mately two thirds of the value of gross national output. Services other than 
those essential to the production of commodities (transportation, public 
utilities, financial services, etc.) are those rendered directly to individuals 
(medical, legal, educational, recreational services, etc.) and the services 
performed by government. The latter are measured by the incomes paid to 
governmental employees. Together, these services account for the remain- 
ing one third of gross national output. 

The quantitative importance of the ^service industries'’ is considerably 
greater than might be inferred from the fact that the value of services 
accounts for but one third the gross national output because a substantial 
part of the value of final commodities represents the value of services 
essential to their production. The dominant importance of service produc- 
tion is a reflection of the highly developed economic life of this country. 
A simple economy depends largely on food production, construction, and 
a limited volume of manufacture, without much need for extensive trans- 
portation and public-utility systems, highly developed marketing mecha- 
nism, banking and insurance, or extensive service trades— hotels, service 
stations, beauty shops, restaurants, etc. But in the United States service 
industries employ about as many workers as do commodit3^-producing in- 
dustries, such as agriculture, manufacturing, mining, and construction. As 
a nation grows in industrial wealth the importance of services in the gross 
national output increases. 


Corisumpfjpn and Nonconsumpiiort Output ‘ ' ' 

The composition of national output may also be examined in terms of 
the purposes served by commodities and services. These include; 
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1. „ Consumption, 

a. Commodities 

b. Privately produced services 

c. Governmental services to consumers 

2. Nonconsumption 

a. Capital facilities 

b. Governmental services to business enterprise 

c. War materials and equipment 

Consumer goods and services (consumption) during the period 1929-40 
comprised between 70 and 75 per cent of gross output. During the war, 
gross output increased greatly, principally in the production of war goods, 
so that consumer goods and services accounted for only 52 per cent of 
total output in 1943-44. 

Capital facilities as a component of gross national output are subject to 
considerable variations. In periods of relatively full employment nearly 20 
per cent of total output is in capital facilities; this includes both replace- 
ment capital and net investment.® In depression years the output of capital 
facilities is low; less than 10 per cent of total output may be in this form. 
At this depressed level the output of capital facilities may not be Enough 
to account for full replacement of obsolete capital facilities, and the nation's 
productive capacity declines accordingly. 

Governmental services as a component of national output vary in impor- 
tance, largely because total output itself is subject to large changes. In 
1929, these services accounted for 10 per cent of the total, in 1932 for 20 
per cent, in 1940 nearly 15 per cent. Although the aggregate volume of 
governmental services has tended to increase steadily over the years, their 
importance as a component in general varies inversely with national output. 
In total dollar amount governmental output (services) varies less than any 
other component of the national output. Since income payments originate 
largely in the productive process, it follows that income payments from 
governmental sources are relatively constant (compared with other sources 
of income payments) from year to year. 

War materials and equipment as a component of gross national output 
are subject to the greatest variations. Before the war, they accounted for 
a negligible fraction of total output; for example, 2 per cent in 1939. By 
1943-44, war materials and equipment comprised over 40 per cent of gross 
output, which itself was more than doubled over prewar levels. 

' ^ As stated in the previous chapter, capital facilities comprise the bulk of the invest- 

ment goods category.'; they deserve emphasis, too, as a basic element in the nation's 
capacit}' to produce. , . ■ 
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Thus the compoaents of gross national output— both for consumption and 
nonconsumption purposes— vary considerably with peace and war, and 
j^ith prosperity and depression. To repeat, these components represent the 
“physicar output of the nation’s economic resources, and their production 
creates or initiates the greater part of national income x^ayments which 
constitute the major source of purchasing power to buy this output.^® The 
economic experience of this country shows that when the output of capital 
facilities (and other investment goods) is large, the economy is relatively 
prosperous; when low, the economy is depressed. Except daring tear, the 
decisive influence governing the level of national output and income pay- 
ments is the volume of investment goods production^, especially capital 
facilities. 

Industrial Sources of National Output 

The industrial sources of gross national output— farms, factories, mills, 
mines, etc.— reveal the importance of the various productive segments and 
therefore the general character of the economy. Table 3 shows the per- 
centages of the 1941 national output produced by the major productive 
groups in this countiy. 


Table 3 sources of national output, 194 i 

Sources Percentage 

NATIONAL OUTPUT 100.00 

Manufacturing 28,9 

Trade (retail, wholesale) 15.1 

Government (federal, state, local) 12.0 

Service (legal, medical, hotel, service stations, etc.) 8.4 

Finance (banking, insurance, brokerage, etc.) 8.0 

Agriculture 7.7 

Transportation (rail, water, truck, air) 6.8 

Contract construction 3,6 

Mining 2.2 

Power and gas 1 .9 

Communication (radio, telephone, telegraph) 1.1 

Miscellaneous commodities and services 4.3 

Source: U.S. Department of Commerce. 


, This is true except during a war economy such as in the United States in 1943-44 
when government purchases nearly equaled private purchases of the gross output. 
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Manufacturing, trade, and government, in that order, are the largest 
contributors to national output and to national income payments. The 
importance of each of these sources of income, however, changes as under-^ 
lying economic and political changes occur. Agriculture once accounted for 
the bulk of national output; but the growth of manufacturing and the col- 
lateral expansion of transportation, trade, and the other service industries 
has relegated agriculture to a subordinate position within the space of a 
century. Long-term changes in the relative positions of the main productive 
sources therefore reflect underlying structural changes in the economy. 

In the short term other changes occur because of the rise and fall of 
national output, because of war conditions, or the transition from a war to 
a peace economy. For example, manufacturing accounted for nearly 29 
per cent of national output in the prosperous year of 1941, but for only 
15 per cent in the depressed year of 1932. In 1945 manufacturing accounted 
for about 50 per cent of national output, a large part of which was devoted 
to war goods. At the close of the war, the reduction in war-goods produc- 
tion brought about a decline in the importance of manufacturing as a 
source of national output. In a highly industrialized economy the principal 
changes in the levels of national output occur in the manufacturing sector, 
and particularly in the production of capital facilities and durable con- 
sumer goods. 

These industrial sources of national output and national income pay- 
ments are interrelated in a complex way. The amount of commodities 
manufactured obviously affects the volume of ti'ansportation, trade, the 
amount of minerals drawn from the earth, etc. At the same time, the vol- 
ume of output and income payments in the nonmanufactu'ring components 
has an important influence on the level of manufacturing activity. For ex- 
ample, when manufacturing is prosperous, railroads are busy transporting 
large quantities of manufactured commodities, and thus require more 
locomotives, freight cars, and other capital facilities produced by the manu- 
facturing industries. Fuither, the large volume of wages and other incomes 
paid out by the railroads adds to the general demand of the public for the 
consumer goods produced by the manufacturers. Each of these productive 
sources, then, is dependent upon the others, and each one in turn affects 
the level of activity of the others, , 


DISTRIBUTION AND USE OF NATIONAL INCOME 





; It was shown above that the value of gross national output is equal to 
(1) total income currently *barned in the production process (national in- 
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come), (2) the ®costs to producers for capital replacement, and (3) indirect 
business taxes. Total income earned— the national income— represents the 
^factor costs of producing national output NationaT income is divided up 
among those who participate in the productive process in the form of 
distributive shares. 

These shares go principally to those (1) who work for wages, salaries, 
and the expectation of profits, and (2) who have claims to income based 
on ownership of property or assets. Table 4 gives the distributive shares 
for 1941— a year that reflects neither the depressed conditions of the pre- 
war period nor the extended use of resources characteristic of the later 
war years. 

Table 4 national income by distributive shares, 1941 


Compensation of employees (mostly wages and 

salaries) $64.2 biiitons 

income of unincorporated enterprise: business and 

professional, 9.5; farm income, 7.0 16.5 

Rental income of persons 4,3 

Corporate profits (before corporate income tax) 

(including inventory valuation adjustment) 14.6 

Net interest 4.1 

Total 103.7 

Source: U.S. Department of Commerce. 


This table represents income earned during the course of the year by 
those who participate in the production process. As stated above, income 
earned is not the same as the income payments people actually receive. 
For example, the figure showing compensation of employees includes taxes 
paid for social insurance and contributions of employers to private pen- 
sion funds for their employees; these are regarded as employee earnings 
held for them by the public and private insurance systems. Also the cor- 
porate profits earned are by no means all paid to stockholders; in 1941 the 
corporate income tax receipts amounted to nearly 8 billion dollars, and 
undistributed earnings to nearly 5 billion dollars; of the 14.6 billion dollars 
of corporate profits, dividends amounted to only 4.5 billion dollars. 

Nearly two thirds of the total is labor income— wage and salary compen- 
sation; this share is usually fairly constant. The shares that show the great- 
est percenjtege changes are net incomes of corporations and net income 
of proprietors. These drop sharply in, depression years; indeed, during the 
worst years of the 1930 s, corporate; net income was a ininus figure, i.e.^ 
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corporations in general suffered net losses. The percentage of interest pay- 
ments, on the Other hand, increases during a depression period; in 1932, 
for example, it was 14 per cent, compared with. 5.2 per cent in 1941. The 
cause of this is that aggregate interest payments for the prewar decade 
ranged from 5 to 6 billion dollars a year; therefore in years of depressed 
national income the percentage of this item to the total was relatively large, 
but in years of high national income it was relatively low. 

The Disposition of Income Payments 

Each year the public at large has at its disposal money in the form of 
income payments, received as ‘productive income"' and as transfer pay- 
ments. These income payments over the last decade or so ranged from 
47 billion in 1933 to 177 billion dollars in 1946. In Table 2, on page 92, 
the estimates are given for each year beginning with 1929. These income 
payments represent a financial flow accompanying the vast stream of goods 
and services making up the national output and comprise the principal 
costs of this oiitput.^^ The rise and fall of this money-income flow depends 
almost entirely upon the flow of physical product. 

c ■ 

For what purposes are these incomes used? 

Normally, the great bulk of annual income payments is spent for con- 
sumption, or the direct satisfaction of wants— food, clothing, and shelter, 
the "comforts and conveniences" of life. In an earlier section of this chap- 
ter it was shown that normally the greater part of national output takes 
the form of consumption goods and services. Consumer expenditures for 
the immediate satisfaction of wants directs this productive activity. An- 
other part of income goes into savings, in the form of deposits in sav- 
ings banks, building and loan associations, and other banking establish- 
ments; premiums paid to life insurance companies; purchases of stocks and 
borids; payment of debts; and purchases- of capital facilities. Savings may 
be defined as that part of income not used for immediate consumption or 
for the payment of personal income taxes. A third part of income is paid 
out by individuals as personal income taxes. 

The proportions accounted for by consumption, saving, and personal 
income taxes are subject to considerable change over a period of time. One 
factor affecting these proportions is the level of total income payments. 
Normally the percentage of total income saved increases as total income 

These income-payment figures are not entirely money payments to individuals. 
Actually, the estimates include some incomes in kind, and some payments to institutions; 
however, for present purposes these qualifications are unimportant. 
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increases; the popmlation tends to save a larger percentage of a ISO-billion- 
dollar national income than it does of a 75-billion-dollar income. Another 
^factor is the personal distribution of income, i.e., the way income is dis- 
tributed among the individuals in a population. The less unequally income 
is distributed, the lower the volume of savings. 

Table 5 shows total income payments for 1941 and 1946 by amounts 
accounted for by consumption expenditures, savings, and personal income 
taxes. It will be noted that the term disposable income is applied only to 
that part of income remaining after personal taxes are paid. Tax payment 
is a matter of compulsion; but once the claims of the tax collector are 
satisfied the balance of income is available for personal disposal, for 


consumption expenditures and savings. 



Table 5 

DISPOSITION OF INCOME 




income payments 

1941 

1946 


Income payments 

$95.3 billions 

$177.2 billions 


Less: personal taxes 

3.3 

18.8 


Equals: disposable income 

92.0 

158.4 

’ll ■ 

Less: consumer expenditures 

82.2 

143.7 


Equals: personal savings 

9.8 

14.7 


Source: National Income, Supplement to Survey of Current Business, July, 1947. 


^ U.S. Department of Commerce. 

Consumption is by far the dominant use made of income. However, as 
income increases the percentage of income payments spent for consump- 
tion tends to decrease; on the other hand, the percentage saved tends to 
increase as income payments rise. In Table 6 the percentages of income 

Table 6 PERCENTAGE DISPOSITION OF INCOME PAYMENTS 



Income 

Consumption 

Personal 

Personal 


payments 

expenditures 

savings 

faxes 

1933* 

$47 billions 

99.3 

\:2X 

2.9 

1939 

73 

93.0 

■ :,.''3.7 


1929 

85 

93.0 

4.1 

2.9 

1941 

95 

86.4 

10.2 

4.4 

1943 

149 

68.0 

20.0 

12.0 

1946 

177 

81.0 

8.3 

10.7 


Source: National /ncome. Supplement to Survey of Current Business, July, 1947, 
U.S. Department of Commerce. 

*The percentages for 1933 add up to 104.4 because past savings were drawn 
upon in this year ta supplement income payments. 
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payments spent, saved, and paid in personal taxes are shown for a number 
of years, winch are arranged in order of the magnitude of total income. 

le lelationslup between income payments and consumption expendi- 
ture is of utmost importance; it is termed the propensity to consume or the 
spending (or consumption) ratio. Thus, the spending ratio nonnally is lower 
foi a high income, and higher for a low income. Of tlie 47 billion dollars 

, / ® was spent; and in 1946, 81 per cent of 

li7 billion dollars was devoted to consumption. This relationship is not 
unvaiying; the spending ratio was higher in 1946 than in 1943, although 
income m 1946 was higher. In 1948 consumer e.xpenditures were abnoT- 
mally low (compared with income) because of wartime controls and re- 

s raints. Many of these had disappeared in 1946 and consumer expendi- 

lures rose. ‘ 

The relationship between income and savings is termed tlie propensity 
to save or the savings ratio. Ihis relationship is such that the percentage 
saved normally increases as income rises, and declines as income falls 
There are exceptions to the pattern of spending and savins as dven 

"Ta “ spending ratios have already been 

noted. War and postwar conditions also affected savings ratios. Durfng the 
1 yeais the pressure to save was insistent; government encouraged sav- 
ngs as a means of curbing consumer expenditure. Savings in 1943 (and in 

T ““"3' “A oL if* o£ 

sought to buy many of the thmgs not available during the war years 
Moreover h.gh meome-tax rates in 1946 probably reduced the savings 

years 1929-45 shows a steady increase, from less than 3 per cent in 1999 
to more than 10 per cent in recent years. Depression and war have increased 
the activities of government, and these activities drain off a growing pro 
portion of mcome into the public, treasury. As noted above the rise ihi taxes 
affects the saving (and undoubtedly the spefiding) ratio. 

The Composifhn of Oufpyfand pispositlon of Income 

To repeat, the value of gross national output equals the value of consumer 
mmodities and services, capital faciHties and other invesW>nt goods 
and governmental services. :Apd fte. feiandal^^ of this Itptt 

equdsincome.paymen^^^^^ 
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business taxes plu» funds retained by enterprise for depreciation purposes. 
The financial counterpart, then, is equal to the value of gross national 
^^^utput 

The foregoing is shown in Chart 1, based on the assumption of a gross 
national output of 190 billion dollars, which is taken to represent a condi- 
tion of relatively full employment. The top bar on the chart (bar I) repre- 
sents the value of gross national output shown as (1) consumer commodi- 
ties and services, (2) services produced by government (value equal to 
the wages and salaries paid government employees), (3) privately produced 
goods for governmental purposes (e.g., war goods), and (4) capital facili- 
ties and other investment goods. As already mentioned these commodities 
and services may also be termed aggregate supply. 



The second bar represents the costs of producing the gross national out- 
put: (1) national income or factor costs, 167 billion dollars, (2) indirect 
business taxes, 10 billion dollars, and (3) depreciation of capital, 13 billion 
dollars (which may be assumed to be represented by reserves set aside for 
depreciation). 

The third bar shows the disposition of income payments— consumption 
expenditures, personal savings, and personal taxes. Income payments are 


hart I GROSS NATIONAL OUTPUT, NATIONAL INCOME, 
INCOME PAYMENTS, AND AGGREGATE DEMAND 

FIGURES IN BILLIONS OF DOLLARS 

1 . COMPONENTS OF GROSS NATIONAL OUTPUT 

CONSUMER COMMODITIES AND SERVICES GOVERNMENTAL 4 CAPITAL FACILITIES 

SERVICES I AND OTHER 

_ COMMODITIES GOODS 

2. COST OF GROSS NATIONAL OUTPUT FOR GOVERNMENT 


NATIONAL INCOME OR FACTOR COSTS 


INDIRECT f 
BUSINESS TAXES f 

DEPRECIATION OF CAPITAL 


3. DISPOSITION OF INCOME PAYMENTS 


CONSUMPTION EXPENDITURES 


PERSONAL PERSONAL 
TAXES SAVINGS 


4. AGGREGATE DEMAND OR EXPENDITURE 


GOVERNMENT INVESTMENT 
EXPENDITURES EXPENDITURES 


CONSUMPTION EXPENDITURES 
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164 billion dollars (and undistributed profits of 3 billion dollars make up 
national income). Business reserves for depreciation, business undistributed 
profits, and indirect business taxes comprise the remainder of this bar. 

The fourth bar is aggregate demand or expenditure made up of (1) 
consumer expenditures of 133 billion dollars, (2) governmental expendi- 
tures of 29 billion dollars (equal to personal taxes and indirect business 
taxes), and (3) investment expenditures of business (equal to personal sav- 
ings, business undistributed profits, and depreciation reserves) amounting 
to 28 billion dollars. 

SOME STATISTICAL LIMITATIONS 

Real and Current Income 

The figures for both national output and national income given in the 
tables in this chapter are measured in '‘current dollars” for each year. For 
example, the value of commodities produced and services rendered in 1940 
is measured by the prices prevailing in 1940, and so it is with the value of 
national output for each of the years shown. The total goods and services 
produced in 1940, multiplied by this average price over the year, is the 
dollar value, of the national output for 1940. 

Since both prices and quantities of goods and services together make 
up the total, it is evident that changes in eitlrer prices or quantities, or both, 
affect the total. 

Gross national output varied from 104 billion dollars in 1929, to 56 
billion dollars in 1933, to 213 billion dollars in 1945. Approximately half 
of the decline of 50 per cent from 1929 to 1932 may be attributed to the 
fall in prices during these years. The actual decline in the physical output 
of goods and services amounted to only about 25 per cent. Thus if these 
goods and services are valued in terms of, say, 1929 prices the decline 
from 1929 to 1932 would be 25 per cent, not 50 per cent. 

Similarly, price increases during the war and postwar years account for 
part of the enormous rise in national income and output in this period. 
From 1939 to 1942 the value of national output measured in the prices 
prevailing in each of these years increased 70 per cent, but the volume of 
goods and services, when measured in "constant” prices, increased 50 per 
, cent. That is, if the. output of 1940, 1941, and 1942 is measured in terms of 
1939 prices (calculated as., though no change had occurred in '^:)rices after 
1939) the influence of the price increases of those years is eliminated. The 
; figures in Table 7 show this in tefms of gross national output Column 1 
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reflects changes m physical output and prices; column 2 shows price 
changes^ and 3 shows totals "corrected” for price increases. Such a correc- 
^tion measures changes in real output. 


Table 7 


CURRENT AND REAL OUTPUT, 

1939-42 



Gross nationa! 


Gross national 


output measured 

Price 

output calculated 


in current prices 

index 

in 1 939 prices 

1929 

$ 90 billions 

100 

$ 90 billions 

1940 

100 

101 

99 

1941 

125 

106 

118 

1942 

160 

114 

140 


Source; U.S. Department of Commerce. 


For some purposes it is necessary to eliminate the changes caused by 
price variations. The well-being of the nation and the performance of 
economic resources from year to year are best measured by estimates of 
real national output. 

Umitafions of National Output Measurement 

National output statistics of necessity underestimate the productivity of 
the economy. For example, the commodities and services produced by 
casual labor are not included because there is no way of measuring or esti- 
mating the total. Furthermore, the services of housewives are unpaid and 
cannot be measured or estimated in terms of money, yet they comprise an 
important part of want-satisfying activities. Actually, then, national output 
totals are restricted to (1) those commodities and services which enter the 
markets of the country in exchange for money, and (2) some goods and 
services which do not enter the markets but which can be measured by 
the prices of comparable marketable goods and services. 

SUMMARY 

Productive output is a measure of the performance of the national econ- 
omy and has been described in terms of: 

1. Gross national output, or the value of commodities and services pro- 
duced 

2. Net national output, equal to the gross, minus the capital facilities 
used up in production. 
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3. National income or factor costs, equal to net output "minus indirect 

business taxes. . , _ 

4. Income payments. 

Gross national output is the outcome of the productive work of the nation's 
economic resources. In any year—say Year One— production is carried on 
with a labor force, working with capital facilities and natural resources, 
under the direction of the nations managerial talent. At the beginning of 
Year One, suppose the capital facilities of agriculture, manufacturing, 
transportation, and all other productive segments were valued at 160 bil- 
lion dollars, and 60 million gainful workers were at work producing goods 
and services. 

In the course of Year One a stream of commodities and services is pro- 
duced aggregating 190 billion dollars for the year. This output is the gross 
national output, representing the value of all finished commodities— con- 
sumer, capital, and war commodities— and the services rendered directly 
to consumers and other final users. The value of this output represents 
(1) the value of the services currently rendered by economic resources, 
measured by the wages, salaries, interest, profits, etc., paid to them, (2) 
the value of existing capital facilities used up in producing this output, 
i.e., the depreciation of these capital facilities, and (3) indirect business 
taxes. 

Suppose that the 190-billion-dollar gross national output of Year One 
represents 167 billion dollars of current services of economic resources, 
13 billion dollars of capital facilities used up, and 10 billion dollars of 
indirect business taxes. If the capital facilities of the country are to be 
maintained at their 160-billion-dollar level, it is clear that IS billion dollars 
of current output must take the form of capital goods and be used for 
capital facility replacements. This merely replaces capital facilities built 
in previous years and used up in Year One. In order to measure the net 
output of the productive activities of Year One, the 13 billion dollars is 
deducted. This is net national output which measures the productive per- 
formance for Year One without including the ^'help" derived from previous 
years' capital accumulations. 

If the capital goods produced in Year One amount to 13 billion dollars 
and no more and the remaining 177 billion dollars represents consumer 
commodities and services, and gdyerhxnent services, then Year Two begins 
with the 160-bilHon-dollar Capital facilities intact, neither mo^e nor less 
;.,than Year One began^.wdthi}^^^^ 

But suppose 28 billion dollars, of capital facilities and 162 billion dollars 
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of consumer gdod%. and governmental services were produced in. Year One 
(see Chart 1). This means that in addition to replacing wornoiit capital 
^facilities 15 billion dollars {net investment) is added to the 160 billion dol- 
lars of facilitiesd^ Thus Year Two would begin with 175 billion dollars 
of capital facilities which would enable the economy (under favorable 
circumstances) to increase both gross and net output in Year Two. 

However, if in Year One only 3 billion dollars of capital facilities were 
produced, capital facilities used up during the year would not be fully re- 
placed. Year Two would begin with total capital facilities down to 150 
billion dollars, which means an impairment of productive capacity and 
probably a reduction in gross national output in Year Two. 

National income payments are made to those who contribute time, effort, 
and assets in the productive process, in addition to relatively small amounts 
to those unable to contribute currently to productive activity. In Table 2 
on page 92 income payments are shown together with estimates of output 
and national income. For every year shown, income payments were con- 
siderably less than the value of gross national output. This is so because 
business retains from its sales receipts the funds to provide for the re- 
placement of worn-out capital facilities and for the payment of indirect 
business taxes. 

The gross national output represents the supply of things available while 
income payments represent a large part of the potential demand for these 
things. Output is largely produced in expectation of profit and this expec- 
tation is satisfied when total output is purchased by the aggregate demand 
of consumers, investors, and government at prices expected by producers. 
If these purchases fall short of expectations, either because consumption 
expenditures decline, or purchases of capital facilities and war goods drop 
off, the flow-back of funds to producers is less than the outflow of income 
payments and other costs. Under these circumstances production declines, 
for producers get back less than their costs.^^ On the other hand, when 
aggregate demand exceeds income payments and other costs, producers 
get back more than they expected (i.e., their selling prices or sales volumes 
are higher than expected) and gross national output increases. 

The extent to which economic resources are used in general depends 
upon the amount of consumption, capital, and war goods which producers 
expect to be able to sell profitably* The volume of consumption expendi- 

Net investment in this case exclude? inventory changes and other forms of impest- 
ment * / . /' . ' ■ , , ' ' § 

< 1”- Their receipts might cover actual money costs hut not be sufficient to yield a profit; 
in this case output would probably decline.. , ^ . 
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tures depends upon consuming habits and the amount ofoincome the public 
receives; the volume of investment expenditures depends upon prospective 
profits to be derived from .private investment and upon the amount of gov- 
ernmental investments being carried out; the volume of expenditures for 
war goods, and for other governmental purposes, depends upon concep- 
tions of national security and upon the purposes of government. At times 
these combined expenditures, or aggregate demand, are such as to tax the 
capacity of economic resources to meet the demands; at other times the 
combined expenditures are low, far below the capacity of existing eco- 
nomic resources to meet the demands. 

Because these changes in gross national output are of utmost importance 
in governing the standards of living of the nation and defining its position 
in world affairs, the discussion will now proceed to the factors affecting 
the level of national output. 


CHAPTER 5 

Consumption, Savings, and investment 


The national output is a result of a complicated series of economic 
decisions— made by producers and consumers, by private industry and 
public authority. Producers decide to invest in buildings, machines, equip- 
ment, and other capital facilities, to buy materials, to hire labor, and 
to spend funds in effecting these decisions. It is these actions that initiate 
the flow of goods and services— and the money income— for the satisfaction 
of wants. To understand the operation of the economic system it is neces- 
sary to know why such decisions are made in the first place, and what cir- 
cumstances influence them. The preceding chapter showed that most of 
the national output is produced by private enterprisers, while the rela- 
tively small remainder is produced by government. The decisions made by 
these two types of producers together— what may be termed private and 
public decisions— xmtiate total national output and national income pay- 
ments. 

Profit making is the primary purpose underlying the productive activities 
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of private enterpifse. Under what circumstances are producer decisions 
made? What are the conditions that give reasonable assurance of profit? 
©One condition, stated very generally, is obviously essential: things pro- 
duced must be sold at profitable prices. Private decisions to produce are 
therefore guided by the general character of the demand for the goods and 
seiwices they bring into production. This demand is expressed by the ex- 
penditure of money in purchasing these goods and services from three main 
sources: the consuming public (finished goods and services), private enter- 
prise (capital facilities and other producer goods), government (both con- 
sumer and producer goods in small amount, except for wartime conditions). 

Private decisions to produce, which account for 85 to 90 per cent of the 
gross national output, are therefore made in relation to demand for goods 
and services, or more correctly, the expected demand. Demand is measured 
by the amounts of a good which would be purchased at given prices; ex- 
pected demand consists of the amounts producers expect buyers to pur- 
chase at possible prices in the future. Farmers and manufacturers, for 
example, begin the production of things today which they expect to sell 
many months hence. Farm machinery is purchased this year to produce 
crops fpr the next 10 years; a power plant is built this year to produce 
electricity for the next 50 years. The demand today for food, electric power, 
and automobiles was anticipated months, years, even decades ago when 
the capital facilities needed for their production were installed. 

For purposes of the public interest, many economic decisions are made 
by government. A general '"demand” also guides public decisions. This de- 
mand is not expressed by the purchase of government services.^ Public 
health, public education, protection of person and property— these meet a 
public demand although they are not sold to the public. The need for 
them, therefore, is not expressed by a willingness to buy, as is the case 
with virtually all privately produced goods and services; it is expressed 
politically through legislative and other channels of government. 

For purposes of analysis the present and future demand of the con- 
sumer public, private enterprise, and government has been termed the 
aggregate demand for national output; and the national output the aggre- 
gate supply. In the sections immediately following the profit expectations 
that lead producers to contribute to the aggregate supply shall be exam- 
ined. This will be followed by consideration of the aggregate demand for 
national output, showing the parts played by (1) the demands of con- 

^ This statement holds for most governmental services and products. However, a pub- 
licly owned utility system operates in virtually, the same way as private enterprise and 
is subject to the guidance of demand as expressed by purchases. 
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sumers in general for consumer goods and services, (2) the demands of 
productive enterprise for capital facilities and other investment goods, and 
(3) the demands of government for public purposes. 

. As discussed in the previous chapter, the cost of producing (or the value 
of) the gross national output approximates total income payments, business 
savings, the depreciation reserves of business, and indirect business taxes. 
Business savings and depreciation reserves may be termed business gross 
savings. Therefore, if the aggregate supply is to be sold at its value (or 
cost) aggregate demand must equal total income payments plus business 
savings and depreciation reserves plus the amounts collected by govern- 
ment as indirect business taxes. For purposes of illustration assume the 
value of national output to be 100 units; then aggregate demand 'for this 
output must be 100 if all costs are to be covered. If aggregate demand is 
less, some producers will suffer losses and production accordingly will fall; 
if aggregate demand is more, profits will be unusually high and production 
will tend to increase. ' 

When gross national output is 100, consumers normally may be expected 
to buy, say, 70 of this total for immediate consumption. Of the remaining 
30 units of gross output, capital facilities comprise 15 and goverxpnental 
services and goods produced for governmental purposes comprise the re- 
maining 15.^ Since, consumption expenditures by the public at large fall 
considerably short of the value (or cost) of gross national output, it is 
apparent that huge losses would be suffered if producers had to depend 
upon consumer demand alone; that is, producers would sell for 70 an 
output costing 100. The question arises: 'Tiow are the other 30 units of 
cost returned to producing enterprise to prevent such losses?” 

First, it may be assumed that government expenditures account for 15 
units of the total national output, an amount equal to its tax revenues. 
Therefore, the funds collected as taxes are used by government to pay 
wages, salaries, etc., required for the production of its part of total out- 
put and for the purchase of commodities (e.g., war goods); government 
expenditures equal tax collections in this illustration. 

There remain the 15 units of output in the form of capital facilities and 
other investment goods. How are the costs of this output covered or re- 
turned to producers? Thi^ iS: done bj^ way of investment of savings in these 
investment goods. That is, the., savers themselves may use their savings to 
buy capital facilities; other .savings may be borrowed by enterprise and 

'. used to buy (invest, in) ..capital facilihes^ Thus investment is th^ principal 
way that savings ar.e absorbed; pX ; offset; however, some savings may be 

• 52 ratios -are approximltely same as tibose , given in Chart 1, p. 101. 
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borrowed by consumers or by government and spent back into productive 
channels^ without going into capital facilities. For the time being it may be 
^ssumed that savings are borrowed and used only by enterprise for invest- 
ment. The important point is that unless currently saved income and de- 
preciation reserves {gross savings) are invested {or matched by investment) 
and thus put into productive channels, aggregate demand will fall and 
with it aggregate supply. Decisions to invest, therefore^, are important for 
two reasons: (1) they turn gross savings into productive channels, and (2) 
they maintain and expand the productive facilities of the economy. 

It is obvious that without a reasonable expectation of consumption and 
investment demands, producers of consumer goods and capital facilities 
will not undertake productive operations. The illustration brings out an- 
other point, namely, that if the margin between consumer expenditures 
and national output (30 in this example) is made larger, the volume of* in- 
vestment and governmental expenditures is of necessity correspondingly 
increased. Or, to put the matter another way, with a high propensity to 
save there must be a correspondingly high propensity to invest in order to 
maintain a given level of output. This nation saves sizeable amounts each 
year when output and income are high; some of these savings are invested 
directly in capital facilities by the savers; the remainder must be borrowed 
by enterprise and invested if high levels of national output are to be 
maintained. Investment opportunities are vital to economic welfare. 

Producers decide to invest and produce chiefly in expectation of con- 
sumer demand. In doing so they create income available to consumers. 
Part of this income is used for consumer expenditures, part of it is saved 
by the public at large, and part of it is taxed. The way in which this income 
is spent, saved, and taxed has a considerable bearing on whether producers 
realize their profit expectations, and consequently on the production de- 
cisions which create the bulk of this income. 

PRODUCERS^ DECISIONS 

The expectation of profit as a motivating influence in economic activity 
is probably as old as the practice of risking capital, whetlier it takes such 
forms as the piratical ventures of the Elizabethan captains or the eminently 
respectable low-cost housing projects of present-day insurance companies. 
More than two thousand years ago Aristotle singled out this motive as a 
threat to the character of Athenian society. Adam Smith, on the other hand, 
in neatly describing the role of the profit motive, gave it his benediction: 
"it is not from the benevolence of the butcher, the brewer; or the baker 


110 ■ NATIONAL INCOME AND THE EMPLOYMENT OF RESOURCES 

that we expect our dinner, but from their regard to their own interest/’ 
Profit expectation is the sine qua non of investment and production. In a 
predominantly free-enterprise economy, full employment with its high 
levels of national output and income can be attained only if general social 
and economic conditions are conducive to favorable profit expectations. 
As has been noted, the great expansion of the American economy in the 
past was owing to a combination of circumstances— political, economic, geo- 
graphic and technical— favorable to the prospects of profit. 

Productive activity usually requires an expenditure of money to acquire 
plant, machinery, equipment, materials, to hire labor, and to cover the 
other expenses of manufacturing, farming, retailing, and other processes. 
These expenditures are made usually only if the producer is reasonably 
assured of success in his venture. For a producer, whether he is a farmer, 
a merchant, or a large corporation, success depends on (1) '‘getting back 
what he puts in” and (2) getting back enough more to make a profit. The 
expectation of recovering expenditures in a productive venture is clear 
enough. This is largely what a farmer has in mind when he says his new 
tractor will 'pay for itself in three or four years.” Since he knows the life 
of a tractor is considerably more than three or four years, his statement 
also expresses the expectation of getting back more than its initial cost. If 
he did not expect this additional amount, the farmer might use his money 
otherwise, for example, to buy a government bond paying him interest. 
To wait three or four years merely to get back the cost of the tractor but 
no more would, in eflFect, entail a loss equal to the interest that he would 
have received from the bond. His expectations, then, are to recover his 
investment in the tractor plus at least as much as he could have earned in 
interest Indeed, he probably would expect even more than the amount 
of interest as an additional return, because the financial risk, i.e., the pos- 
sibility of losing money in buying and using a tractor, is considerably 
greater than the risk in buying a bond. 

Suppose the tractor cost $1,000. The risks of farming— a fall in the price 
of farm products, drought, insect infestation, and other hazards— are such 
that the farmer might lose the $1,000 entirely through bankruptcy; on the 
other hand, with very good luck, he might get back as much as $2,000. If 
he had bought the bond instead he would be assured of recovering his 
$1,000, plus perhaps $100 in interest. The certainty of getting back $1,100 
from the bond purchase must be weighed against the prospects of losing 
everything at worst, or doubling his money at best, from the tractor invest- 
ment. He would not risk the loss of his money in buying a tractor if he 
could expect no more, than, $1,100; he would risk it if he thought with 
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luck he might get^ $2,000.® The degree of risk thus looms large in profit 
expectations.' 

Prospecfive Costs and Receipts 

The profit expectations of this farmer and all other private producers 
are formed on the basis of an estimate or guess as to (1) prospective money 
costs of production for a given period of time, and (2) prospective money 
receipts from the sale of the things produced during that period of time. 

Both costs and receipts may be viewed as totals. Total money outlay 
is compared with total money receipts for a given period of time, and if 
prospective receipts exceed prospective money costs by some margin, , the 
venture is judged profitable. How large a margin is considered essential 
will vary from producer to producer, as each regards the risks involved, 
a “fair ' rate of profit for the individual, the customary rate of profit for the 
particular industry, the size of operations, and other factors. If the pros- 
pective margin between total costs and total receipts is less than what the 
producer regards to be a minimum, all these factors considered, produc- 
tion usually will not be undertaken. 

Costs and receipts may also be considered as averages. The producer 
calculates or guesses his average money cost of production for a given 
period in the future compared witli the average price at whidh he expects 
to sell his products. If average prospective price exceeds average prospec- 
tive cost by some margin, the undertaking is regarded as profitable. Again, 
the size of this margin between price and cost will v^ary according to the 
considerations previous^ stated.® 

Producers" views on prospective total outlays and receipts, or on aver- 
age costs and prices, may be based on detailed market analyses that take 
into account probable future consumer incomes, consumer preferences for 
competing products, probable results of advertising campaigns, engineer- 
ing and cost-accounting analyses, and other relevant factors. Large cor 
porations rely heavily on such analyses in making investment and pro- 
duction decisions, although many decisions ai'e based on no more than 

- He might buy it merely to minimize a loss, but only if he reduced his losses on the 
farm by more than tlie cost of the tractor. 

It is possible, of course, that some investors are guided by ' pr©stige'^ considerations. 
The prestige that goes with having die best tractor or the biggest factory or the latest 
equipment undoubtedly accounts for some investment expenditiues. Many corporations, 
too, carry out an im-^estment policy year by year with more emphasis on the annual 
return than getting their money back on each outlay. Nevertheless, when prospects are 
bleak these investments cease. 

^ In Chap. 14 a detailed analysis of the unit costs of production of the firm is given. 
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a rule-of-thumb guess derived from present profit exp<^!iieiice and a hoj^e 
that the future will hold no evil surprises. At best, any appraisal of future 
profit prospects rests in large measure on faith, because future events cai\ 
be foreseen only imperfectly and often not at all. Risk, in short, is inherent 
in all investment and production for future sale. 

The terms prospective money costs and prospective money receipts— 
eitlier as totals or averages—are quite general. Actually, producers can form 
some idea of these quantities only when they formulate answers to a 
number of specific questions. Before he undertakes risks a corporation 
executive, a farmer, the corner grocer, or any other producer will try to 
answer these questions: 

1. Wlmt is likely to happen to the demand for his product, or line of 
products? What kinds of things will buyers want in the next few 
months, few years, or few decades? Are they likely to continue buy- 
ing the same goods and services as before? Or are new demands 
developing and existing ones going out? 

2. How much will buyers he willing to buy? Will they buy as much of 
his products as before? Or are new demands developing which prom- 
ise to take large quantities of new products? 

3. What prices will buyers be willing and able to pay for existing and 
new products? 

4. How much will if cost to produce these things? Are technological 
changes in prospect that will give to him special advantages over 
other producers, or to them over him? What will labor and raw ma- 
terials costs be in the future? What effect will governmental policies, 
especially tax policies, have on costs in the future? 

5. What share of the market will he get? What kind of competition will 
he face from other producers? 

In analyzing both future expenditures and probable future receipts it 
is useful to distinguish between the short-term and the long-term calcula- 
tions and expectations. In general, decisions . to produce consumer goods 
and services— and the materials required for their production— are based 
on short-term decisions to invest in capital facilities on long-term calcu- 
lations and expectations. Expenditures for materials and labor to produce 
consumer goods may be temped operating or working capital outlays, while 
expenditures for capital facilities ore long-term investment outlayj^s. The 
: volume of working capital expenditures, therefore, depends largely on 
short-term profit expectations; the, volume of long-term investments depends 
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Shorf-T^rm Expecfafiom 

^ The producers of consumer goods, therefore, look to the probable de- 
mand of consumers in the near future to guide their working capital out- 
lays and the volume of output. Bakers, for example, expect to sell their 
bread and other bakery products within a' day; clothing manufacturers, 
their suits, dresses, and other items within a few weeks or months; automo- 
bile manufacturers, their cars within two to four months. 

Manufacturers of consumer goods gear their production schedules for 
the period ahead largely on current purchases by consumers (which are 
taken from inventories on hand) and on forecasts of probable demand 
(which will be satisfied from current production). If current buying is 
heavy, inventories become low, and cmrent production may be increased 
to maintain the inventory, or to increase it. If future demand is expected 
to exceed current buying, producers in many lines not only adjust produc- 
tion upward but increase their prices as well. On the other hand if con- 
sumer purchases fall off both production and price are adjusted downward. 
In general, manufacturing industries normally emphasize output adjust- 
ments ih preference to price changes. 

Although some producers of consumer goods, such as automobile or 
radio manufacturers, are able normally to keep themselves closely in- . 
formed of sales prospects and gauge production on both present sales and 
expected demand, many producers of consumer goods, and of raw ma- 
terials for processing into these goods, cannot adapt output to demand 
readily. The composition and volume of the output of farms, for example, 
is partly determined b^y tradition and by climate-soil conditions. Farmers 
tend to make decisions based on these factors, hoping that the demands for 
their products in the past will continue into the future. For most of the 
major crops changes in demand are accompanied by increased or de- 
creased prices with little- change in output. Some kinds of farm output, 
however, are readily adaptable to changes in prospective demand. Truck 
farmers are able, because of adaptable soil conditions and a relatively small 
amount of land to cultivate, to vary the acreage planted and types of prod- 
uce in accordance with expected demand. 

The present demand of consumers for goods and services greatly influ- 
ences the expectation of demand in the months ahead. If demand is favor- 
able at present, there is a tendency to expect it to remain constant or to 
become more favorable; correspondingly, if demand is unfavorable at pres- 
ent, unfavorable conditions are expected. Present demand, it has been said, 
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depends largely on the volume of national income payments, and these 
in turn arise chiefly from current productive activity. Favorable^ expecta- 
tions in the short term, therefore, tend actually to create a favorable demand 
that will lead to realization of these expectations; unfavorable expecta- 
tions in the short term tend to depress the future market—and thus realize 
the fears of the producer— by decreasing current production and income 
payments. These expectations— favorable or unfavorable— are of great im- 
portance for they are the bases of producers’ decisions to employ workers, 
produce goods, and pay out incomes. Producers of consumer goods, who 
produce normally about three fourths of total national output and pay 
out three fourths of national income payments, largely make decisions on 
the basis of short-term expectations. 

This analysis may be made more clear by the accompanying chart, 
showing various relationships between future receipts and future costs of 
doing business. It will be noted that the intersection of the axes is any 
given moment in time, designated 'now,” and the numbers to the right 
measure months in the future. The heavy lines showing total receipts (meas- 
ured in dollars on the vertical axis) measure expected money receipts for 
each month; the lighter lines measure expected total costs of producing (or 
selling) amounts of goods which bring in the expected receipts. 

In part A of Chart 2, the producer (e.g., manufacturer or retailer) 
looks ahead six months from now and expects a growing volume of sales, 
and possibly higher prices, which promise increasing total receipts. He 
adjusts his production plans accordingly; if he is a manufacturer he will 
order more materials, employ more labor, and increase production. This 
involves an increase in total outlays of working capital (i.e., costs). If a 
retailer or a wholesaler, he will attempt to build up inventories to satisfy 
the growing demand of his trade. In any case he will endeavor to maintain 
as large a spread as possible between total receipts and costs in order to 
maximize the stream of prospective profits.''^ When expectations in general 
conform to those shown in A, national output, income, and employment 
increase. 

The producer in part B faces unfavorable prospects. He expects receipts 
to fall, either because prices are declining and are expected to decline 
further, or because at a constant price consumer purchases are falling off, 
or both. In the face of such bleak prospects, he adjusts his production 

^ The costs relevant here are direct costs or *'oiit-of-pockef " costs. Oilier costs (indirect 
or overhead costs) do not affect his calculations, they merely offset part of what has 
been termed profit in the graphs. The fact remains that the producer in any case will 
attempt to maximize the spread between these curves. 
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plans (or his purchase plans if a retailer or wholesaler) downward in an 
eft'ort to keep total costs below total receipts. In the chart this is not 
^accomplished; the producer, however, will endeavor in such a case to 
minimize his losses, i.e., to narrow the spread where the cost curve ex- 
ceeds the receipts curve. In some cases, however, a producer may be able 
to reduce his operations enough to keep costs below revenue and maintain 
a rate of profit. When expectations conform to the pattern shown in part B 
producers as a whole curtail output, income payments, and employment. 

Part C, covering a 12-month period, shows expectations during the first 
6 months to be unfavorable but those of the following 6 months to be 
favorable. Producers therefore reduce their operations initially but plan to 
expand production and sales in the final 6 months. In part D, the first 
half of the year holds favorable expectations and the second half un- 
favorable. The four situations described in Chart 2 by no means exhaust 
the possibilities. They are sufficient to illustrate, however, the relationships 
between expected sales and costs and the streams of profits or losses that. 

Chart 2 SHORT-TERM BUSINESS EXPECTATIONS 
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in a sense, flow through the minds of producers as th(!y- contemplate the 
future and make their decisions accordingly. Every efi'ort will be made 
by producers to increase the spread between recei|3ts and costs when„ 
receipts exceed costs, i.e., they will attempt to maximize the stream ol 
profits. Conversely, when expected receipts fall below costs they attempt 
to narrow the spread and minimize losses. 

.Long-Term Expecfafions and Investment 

More complicated than these shoi't-term are those long-term expecta- 
tions that lead to the investment of funds in capital facilities having a life 
of several years or a decade or more. Producers require capital facilities 
to satisfy either directly or indirectly the future demands of consumers 
and, to a much smaller extent, the future demands of government. Capital 
facilities are purchased— or produced— by business enterprises only because 
there is an expectation of a future demand for the goods produced with 
the aid of these capital facilities. Thus, consumer goods satisfy a direct 
consumer demand; capital facilities satisfy indirectly the demands of con- 
sumers because they are essential to production of consumer goods. The 
demand for capital facilities, therefore, exists because of producers" expec- 
tation of a future comumer demand. 

In contrast to working capital outlays, expenditmes made in acquiring 
these capital facilities— or in producing them— normally are not returned to 
the investor without the lapse of a considerable period of time. For ex- 
ample, suppose a bakery contemplates replacing its oven, baking pans, 
mixers, and its fuimace at a total cost of $25,000. These items of equipment 
can' give useful service for 15 to 25 years, - and in, sa)^, 12 years tiny 
baker may expect them toY' pay for themselves."" They will pay for them' 
selves in that period if over the entire period the demand for bread and 
other bakery products and their costs of production are commensurable 
with the expectations of the baker. Bakery products are staple and non^ 
durable items, of course, and rapid changes in total demand are not likely 
to occur, but can the baker reasonably foresee demand for 12 or more 
years in advance? A baker must take into account the specific situation in 
his city: What changes are, likely to occur in the city’s population which 
will affect the demand for bakery products? Are industries moving away, 
drawing some of the population with them? Or are new industries coming 
in, promising further growth of the city? -What changes are likely to occur 
in the local supply of b^ery products? lliat is, , are his competitors likely 
to increase their' baking capacity? Qr decrease it? If the baker is not 
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reasonably assured* of these demand-and-supply factors, an investment of 
this magnitude will not be made. If the prospects are considered good, 
|he $25,000 will be spent for the capital facilities. 

The decision in such a case is made relatively easy because of the tradi- 
tional stability in the demand for bakery products, and the unlikelihood of 
any important shift in demand to substitute products in the decade or so 
ahead. But many industries do not have this stability. The processing of 
soybeans on a large scale is a relatively new development in the United 
States, and the future demands for soy products consequently cannot be 
foreseen with relative assurance by a processing company. A $500,000 
investment in soybean-p>rocessing equipment, therefore, requires a more 
sturdy faith and a greater willingness to accept risk than in the case de- 
scribed above. Investment of this sort is aptly described as ''sunk” because 
its recovery must wait many years. On the other hand, working capital 
outlays are expected to be recovered shortly, certainly within a year. Both 
types of expenditures involve financial risk, but the risk is far greater for 
the long-term investment. This is so because, in general, the realization of 
profit expectations on long-term investment hinges on a sustained or in- 
creased^ demand for a product over a long period of years. Demand in 
general will be sustained or increased in the future only if expectations 
continue to be sufficiently favorable to induce enterprise to risk both work- 
ing and long-term capital and thereby create income. When these expec- 
tations are especially favorable output may be such that relatively full 
employment will ensue; in general, this occurs when substantial amounts 
of long-term investments are made. When investment is not sufficiently 
large, output, income, and employment will be below the full employment 
level. ' 

Chart 3 shows the long-term expectations of two firms. The expected 
receipts over a five-year period of firm E are shown as rising steadily. 
However, expectations over so long a period cannot be precise; receipts 
are therefore shown as a range: MV measures the most that can be reason- 
ably expected and MC the least. In the fifth year receipts from the sale of 
output may be as high as MD and as low as MC, depending upon whether 
the price of the product and the quantity of- output conform to the most 
optimistic or the least optimistic expectations. The production plans of 
the firm, entailing expenditures measured from N on the chart, are related 
to the expectations of receipts from the. business. The least favorable ex- 
pectations indicate a profit measured by BC, the most favorable by AD. 
In either case the enterprise is prospectively profitable, so that the firm 
undertakes investment m plant and equipment in order to realize its expec- 
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tations over the five-year period. It will arrange its pft-oduction plans to 
maximize its profits, i.e., to attain the greatest spread between the receipts 
and cost curves. When producers’ expectations generally conform to pat 
terns similar to those shown for firm E investment in capital facilities in 
creases and with it, total output, income, and employment. 

Firm F, on the other hand, faces unfavorable prospects. Over the five- 
year period, total receipts are expected to decline because of prospectivelv 
lower prices, or output, or both. In this case, demand for the product in 
question is declining. In this case also expectations are not precise; receipts 
may be at D or as low as C, and the producer will plan output so as to 
reduce costs in an effort to keep them below receipts. In a case of this type 
le producer probably would not even replace the canital wnm n„t- 1,, 
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process of production; to say nothing of adding to capital facilities. Indeed, 
expectations may be worse than those represented by firm F, for some 
jBrms may not be able to maintain any profit margin at all. When long- 
term expectations in general conform to those of firm F, investment de- 
clines precipitously, and with it output, income, and employment. 

CONSUMPTION, SAVING, AND INVESTMENT 

The role of investment and consumption expenditures in the national 
economy may be described by using again the dollar figures given on 


page 101, as follows: 

Gross national output $190 billions 

Composed of: 

Consumer commodities and services 133 

Capita! goods 28 

Governmental services 19 

Commodities produced for government 10 


First consider the consumer-goods segment of the economy. In produc- 
ing this'output wages, salaries, and other incomes are paid to those directly 
or indirectly engaged in its production. These incomes, however, will he 
less than the value or sales price of this output, for part of this value repre- 
sents the capital used up in production and indirect business taxes. The 
tabulation following shows the value of consumer output, the amount of 
income paid to produce it, and the disposition of this income by those who 


receive it. 

Gross output of consumer commodities and 

services $133 billions 

Minus depreciation, business savings, and 

indirect business taxes 20 

Equals income payments 1 13 

Consumer expenditures are 92 

Individual savings and personal taxes are 21 


It is readily apparent that the producers of consumer goods would be 
sadly disappointed in their expectations if they depended only on the 
receipt of 92 billion dollars for the sale of an output costing 133 billion 
dollars. Purchasing power would be short by 41 billion dollars. Where does 
the additional purchasing power come from? 

Here is seen one of the important functions of investment, of capital 
facilities production. The figures appearing below show the amount of this 
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output, the income payments made, in its production, ftud the disposition 
of this income. Income payments to the productive factors are less than 
the gross output of these industries. 

Gross output of capital goods 
Minus depreciation, business savings, and 
indirect business taxes 
Equals income payments 
Consumer expenditures are 
Individual savings and personal taxes are 

Hence, investment creates a substantial fund of purchasing power which 
is used largely for the purchase of consumer goods and services. For the 
two segments of the economy discussed thus far consumer spending is 
92 billion dollars plus 18 billion dollars equals 110 billion dollars. 

Governmental activity similarly adds to the fund of purchasing power in 
the hands of the public. The expenditure of 19 billion dollars in die render- 
ing of governmental services goes entirely for wages, salaries and other 
incomes, and in addition government spends 10 billion dollars to purchase 
commodities (e.g., war goods, public works). Assume that those who receive 
income directly from government spend 15 billion dollars for cons&mption 
purposes, with taxes and saving accounting for the balance, and the 10 
billion dollars of commodity purchases involve the payment of S billion 
dollars of incomes to those producing them. Thus total consumer income 
and expenditure for the various sectors of the economy are shown in 
Table 8. 


Table 8 


SOURCES OF INCOME PAYMENTS 

(in billions of dollars) 



Tofa/ 

Consumer goods 
industries 

Capiiaf goods 
industries 

Government 

services 

Commodities 
produced tor 
government 

Income payments 

164 

113 

24 

19 

8 

Consumption 

133 

92 

20 

15 

6 

Individual savings 
and personal taxes 

,31 

^1 

4 

4 

2 


• Total income payments are 164 billion dollars; consumption expenditures 
, h / are 133 billion dollars ^nd the difference between income payments and 
, ; income spent is tlie amount going into personal savings and personal in- 
come taxes. Personal savings are 12 billion dollars and personal taxes 19 
. : billion dollars, or, 31 . billion dollars as shown above. . When consumer 











121 


CONSUMPTION SAVINGS, AND INVESTMENT 

spending equals the gross value (cost) of consumer goods and services^ 
short-term expectations in general are realized J 

Absorption of Gross Savings by Investment 

The value of capital facilities produced is given as 28 billion dollars. It 
was said above that the production (and purchase) of these facilities de- 
pends upon long-term expectations of enterprise. Gross savings are com- 
posed as follows: 

Individual savings $12 billions 

Undistributed earnings 3 

Depreciation reserves 13 

Total 28 

The demand for capital facilities is thus shown to be equal to the gross 
savings of the economy. These gross savings, to repeat, arise from the pro- 
duction and safe of gross national output, and represent a substantial part 
of the cost of producing this output As savings, they are not spent for 
consumption purposes, nor are they used to pay taxes; as savings per se 
they are withdrawn from the stream of current expenditures. 

These gross savings must be used, i.e., spent into productive channels, if 
the level of economic activity is to he sustained in the period ahead. So 
far, it has been assumed that they are spent Tor the purchase of capital 
facilities, ie., investment. Thus the flow-back of funds into productive 
channels is such as to purchase consumer goods output and capital facili- 
ties at their cost.® Investment, therefore, absorbs the funds available as 
individual savings and as savings and depreciation reserves of business. 
This process is sometimes referred to as "offsetting” gross savings, or ^'put- 
ting savings back to work.” The significance of investment can perhaps 
be made clear in this way: Gross savings in part are saved out of the 
income paid out in the production process by producing units (personal 
savings are a case in point); the balance of gross savings is retained by 
producers from the receipts derived from the sale of output. If these gross 
savings are not spent entirely, i.e., if the demand for capital facilities falls 
below the assumed 28-bilIion-doIlar level, the production of capital facili- 

^ Gross value equals factor costs (including profit), indirect business taxes, and depre- 
ciation. Therefore when consumer spending equals gross value, profits are earned in 
the production process. , 

s And the flow of taxes into government is assumed to equal the incomes paid out by 
government, or the. value (cost) of governmental services and the i3ur chases of com- 
. modities by government. ' . ' . ■ ^ ^ 
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ties will not continue in the period ahead at the 28-billi(m-dollar level. The 
reason for this is clear enough; producers will not produce these facilities 
when they are unable to sell them (or use them) at a profit. This means^ 
that investment falls below the 28-billion-dollar annual rate, and with it, 
output, income payments, consumption, and savings. 

If, on the other hand, investment in the period ahead exceeds the pres- 
ent rate of gross savings, production of capital facilities will increase, and 
with it total output, income payments, consumption, and savings. 

One of the important functions of investment, therefore, is to create a 
volume of current income which in large part is used for current con- 
sumption. When the production of capital facilities falls to a low level 
during a depression, income payments from this source fall too, and this 
causes a reduction in consumption and in consumer goods production. On 
the other hand, when capital goods production is high, the income paid 
out in this activity stimulates high levels of consumption and output. Tra- 
ditionally in this country the level of investment has been, and remains, 
the decisive factor governing the extent to which economic resources are 
used. 

The other, and basically the more important, function of invesiment is 
to maintain and build up the productive capacity of the country. As capac- 
ity is built up, higher levels of consumer goods production become pos- 
sible and therefore higher standards of living may be attained; but this 
capacity will be fully used and higher standards attained only if consumers 
have the purchasing power to buy consumer goods output at profitable 
prices. As seen above, investment in capital facilities provides both a large 
part of this purchasing power and the productive capacity necessary to 
satisfy the wants of the general public. 

In the discussion above, investment was referred to as a means of ab- 
sorbing or offsetting savings. This need not be interpreted in a static sense. 
Savings are not accumulated first and then offset or absorbed by invest- 
ment. Both investment and savings go on simultaneously. Investment, 
along with other productiye work, creates the income of the nation, and 
savings are set aside out of this income. It is not to the past relationship 
of savings and investment that one must look; rather the important point 
is that, for each period ahead, there be a correspondence between invest- 
ment decisions and the propensity to save. 
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Governmental Output and Payments 

* The share of national output produced by goveriinient is measured by 
the wages and salaries paid to public employees engaged in such activities 
as public education, public health, police and fire protection, postal serv- 
ices, and in the vast administrative, judicial, and legislative tasks per- 
formed by federal, state, and local governments in carrying on the many 
functions of government. It has been assumed above that this totals 19 
billion dollars annually, measuring the income payments made by govern- 
ment and the part of national output attributable to government. In 
addition, government purchases 10 billion dollars of privately produced 
commodities, so that total government expenditures— for services and com- 
modities— are 29 billion dollars. 

It has also been assumed that x^ersonal income taxes total 19 billion dol- 
lars and that indirect business taxes are 10 billion dollars; thus taxes and 
government expenditures are assumed to be equal. These taxes are drawn 
from the current income of the people at large (directly as income taxes 
and indirectly as costs to business), and consequently are not available to 
them fur either consumption expenditure or for saving. These funds are 
put back into the income stream when government expenditures are made. 

The 29 billion dollars of taxes therefore become income again when 
spent by government as salaries of public employees, and as wages, etc., 
paid in the production of commodities sold to the government. It may be 
said that governmental expenditures offset taxes, or restore to the economy 
the money withdrawn from the income stream by taxes. Indeed, govern- 
ment may absorb some part of savings as well, by borrowing these savings 
and spending them. This is done on a large scale during war, and may be 
done during periods of depression. 

Consumption^. National Output ond the Volume of Investment 

This discussion leads to a point of considerable importance, namely, the 
proportions of total output accounted for by consumption and nonconsump- 
tion purposes. These proportions are of interest for they indicate the mag- 
nitude of investment and governmental outlays required to attain given 
levels of national output. 

Thus, when gross output is 190 billion dollars and 133 billion of this 
is currently consumed, it follows that investment in capital facilities and 
governmental expenditures together equal 57 billion dollars. Then aggre- 
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gate demand is equal to aggregate supply and all prodiYcer costs (incomes^ 
etc.) flow back to ]3roductive channels. Whether these nonconsumptioii 
expenditures will continue to be this magnitude depends upon long-term^ 
expectations of enterprise and the cunrently accepted purposes and activi- 
ties of government. Since the productive role of government is relatively 
restricted in this country it falls chiefly to private industry to maintain a 
siiiEciently large volume of investment expenditures for high levels of out- 
put. This is reflected in the illustration; 28 billion dollars annually must 
be invested in capital facilities to assure the production of 190 billion dol- 
lars of output. This, in fact, will be done when the long-term expectations 
of producers are sufBciently favorable to induce them to (1) replace worn- 
out capital facilities amounting to 13 billion dollars and (2) expand capital 
facilities in existing or new productive activities to the extent of 15 billion 
dollars. 

Suppose, now, with the same gross output, consumption expenditures 
aggregate 140 billion dollars, instead of 133 billion. Savings will be less 
and possibly taxes, too. It is evident that less investment is needed now 
than before (and savings are correspondingly less) to produce 190 billion 
dollars of output; and governmental expenditures may also be less.^On the 
other hand, if aggregate consumer demand were only 125 billion dollars, 
taxes and gross savings would be 65 billion dollars; the lower propensity to 
consume would be accompanied by a correspondingly larger volume of 
nonconsumption expenditures to produce the given amount of national 
output. 

The proportion of gross output devoted to consumption purposes may 
vary considerably among nations, or in one nation over a period of time. 
Great Britain has been referred to as a high-consumption economy because 
in prewar years some 85 to 90 per cent of its output was in the consump- 
tion-goods category. The United States has been referred to as a low- 
consumption economy, with normally about 70 to 75 per cent of its output 
in the consumer-goods category. In prewar Russia, Germany, and Japan 
the percentage of output destined for consumption was perhaps lower than 
that of this country, for each of these countries devoted a large part of its 
resources to capital investment and military preparation.® The point of 
importance is that, in order to attain a prosperous condition, a low-con- 
sumption economy must invest relatively more, or its government must 

/ ; ® These countries, together with Brltaih .and other countries heavily damaged by war, 

can rebuild and eventually expand rapidly, .only by holding the consumption ratio at 

. relatively low levels increasing, the savings ratio), for in this way economic re- 
sources in iarg^ amounts can then be devoted to capital forraatlQU. / 
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spend relatively ifiore, than a high-consnmption economy. The higli-con- 
sumptioii economy in the short term can maintain relatively full employ- 
salient with low levels of investment; a low-consumption economy cannot. 

The Propensity to Consume 

In the section above^ consumption and nonconsumption w^ere discussed 
in relation to gross national output. A closely related matter is the disposi- 
tion of total income payments among consumer expenditures, individual 
savings, and personal taxes. As shown in the previous chapter, the pro- 
pensity to consume tends to decline as income payments increase, and 
rises as income payments fall. When national income payments were 47 
billion dollars in 1933, 99 per cent was spent for consumption purposes; 
in 1946, income payments were 177 billion dollars and 86 per cent was 
spent for consumption. Another way of stating the matter is to say that 
savings, or savings and taxes combined, account for a smaller percentage 
of low income than of high income. 

The percentages spent and saved out of a given volume of income, of 
course, maay change over time. Savings and consumption habits may differ 
from one period to another, and taxes may take more or less out of a given, 
volume of income at different periods of time. For a period of a decade or 
several decades such changes may be relatively small; on the other hand 
widespread social reforms, and particularly the exigencies of war, bring 
about substantial modifications in savings and consumption habits and in 
taxation. The general nature of these changes will be discussed in the fol- 
lowing chapter. 

In concluding this section, the importance of the propensity to consume 
and its corollary, the percentage of income saved and taxed, should be 
stressed again. If the propensity to consume is relatively low a nation can 
achieve and maintain high levels of national output and national income 
only if private investment and governmental outlays are large; with a 
higher propensity to consume, these high levels of output and income 
might be achieved and maintained by a smaller volume of investment and 
governmental expenditure. 


Private Investment and Governmental Expenditures 

A few points may now be made on the respective roles of private invest- 
ment and governmental expenditures in the production of national output. 
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Is it a matter of indifference how the nonconsumption ^^egment of aggre- 
gate demand is divided between governmental and investment expenditure? 
Are private investments and governmental expenditures equally efficacious^ 
in the maintenance of national output? The controversy over large-scale 
governmental expenditures indicates a real interest, not indifference, in this 
matter. This is so for several reasons. First, as governmental expenditures 
increase, taxes in the course of time tend to increase too; some taxes, par- 
ticularly those that increase production costs and those that rest on profits, 
might affect profit expectations adversely. Second, large-scale governmen- 
tal expenditures may tend to put government in spheres of activity tradi- 
tionally dominated by private producers. This possibility exists because 
the ordinarily limited field of governmental activity might be insufficient 
to provide scope for large public expenditure to maintain national output. 

However, when private investment in capital facilities cannot be main- 
tained at a rate corresponding to the rate of savings of a full-employment 
economy, the alternatives seem to be: (1) an increased expenditure by 
government in fields traditionally private in scope, or if this is Trot politi- 
cally feasible or economically desirable, then (2) increased governmental 
expenditures in directions that do not add greatly to the productive capac- 
ity of the country, although they may have much to commend them on 
other grounds. In this latter category are found such expenditures as pay- 
ments to veterans, the aged, the unemployed, health benefits, expenditures 
for the construction of recreational facilities, public monuments, and the 
like. Failing either of these courses, national output would remain below 
the full employment level. 

Considerations of this sort will not arise to perplex the public and the 
politician if private investment opportunities are such as to excite favorable 
profit expectations and therefore induce a large volume of private-invest- 
ment expenditures. Under these circumstances governmental functions and 
expenditures tend to be restricted and economic resources are devoted to 
a very large extent to the development of profitable productive activities. 

As long as the laws, customs, and sentiments of the country assign to 
private producers the chief responsibility for producing national output, 
the bulk of investment expenditure will be made by private producers 
guided by their expectations of profit. Whether this amount is sufficient 
to assure relatively full employment of economic resources depends largely 
upon (1) the future strength of the underlying economic trends that en- 
couraged favorable profit expectations in the past and (2) the policies of 
government which bear on future expectations. 



CHAPTER 6 


Changing Levels of National Output 
and National Income 

In the foregoing discussion it was assumed that the income spent for 
consumption purposes equals the value (cost) of consumer-goods output, 
that gross savings are fully absorbed by private investment, and that the 
expenditures of government equal the tax revenue collected by govern- 
ment. In its actual functioning, the economic system is far more compli- 
cated than assumed thus far. Productive activity is largely governed by 
producers’ expectations of profit. The appraisal of future profit prospects 
is difiBcult at best; the uncertainty of appraisals is such that the productive 
activity of the nation is subject to great changes over a period of time. It 
is the purpose of this chapter to analyze the conditions or factors that bring 
about these changes. Levels of output and income payments are subject 
to periodic expansion and contraction commonly known as business 
cycles,” and to the upheavals caused by war and postwar conditions. The 
level of gross national output is governed by the aggregate demand or 
expenditure for this output; the components of this aggregate demand are 
(1) investment expenditures by private enterprise, (2) consumer expendi- 
tures, and (3) governmental expenditures. For present purposes it can be 
said that increases or decreases in gross national output and national in- 
come payments may be initiated in some instances by investment, in others 
by consumption, and in still others by governmental expenditures. It is 
perhaps true to say that in the long course of industrial development, both 
in the United States and Europe, the dynamic changes in national output 
have been more frequently initiated by expansions and contractions of 
investment than by changes in consumer or governmental expenditures. 
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A FALL IN NATIONAL OUTPUT AND NATIONAL INCOME 

. • 

Tlie following analysis is based (as in the previous illustration) on fig-^ 
iires valid for a relatively full use of labor, capital, and other economic 
resources; and it is developed from a hypothetical period, the Year One. 
The aggregate demand (or expenditures) for commodities and services in 
Year One is: 

Consumer expenditures $133 billions 

Investment expenditures 28 

Governmental expenditures 29 

Total expenditures 

(gross national output) 190 

The consequences of a decline in investment, consumption, and govern- 
mental expenditures, separately and in this order, are described for Year 
Two and subsequent years. 

A Fall in Investment 

The volume of investment assumed for Year One reflects the lo/ig-term 
expectations held by private enterprise and measures the demand of enter- 
prise for capital facilities— both for replacement and for expansion— based 
on these expectations. 

With the dawn of Year Two, suppose a change occurs in the conditions 
which occasioned this rate of investment, making profit prospects appear 
less certain than during Year One. Since the profit expectations of Year 
One brought about the 28-billion-dollar volume of investment given above, 
the new state of expectations will require a smaller volume of investment.^ 
That is, business confidence deteriorates during Year Two. Some producers 
will postpone investments scheduled to be made in the early part of Year 
Two. Suppose the total amount postponed is such that the annual rate of 
investment early in Year Two drops to 25 billion dollars; i.e., if this reduc- 
tion persists through the year total investment will be 3 billion dollars 
below Year One. (Actually, the reduction will be greater than this because 
a drop in investment tends to cause additional declines in the subsequent 
period.) The immediate consequences of the initial drop in investment 
(assuming that it is not oflFset by increased consumption and government 
expenditures) early in Year Two will be as follows: 

^The reduction in expected yield (marginal efficienc3^ of capital) is not offset by a 
decline in die rate of interest sufficiept to maintain the Year One rate of investment. 
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1. Gross national^ output will decline immediately. 

2. Employment will decrease in the industries producing capital facili- 
ties, with a resultant decrease in wages, salaries, and other income 
payments. 

A decline in consumption expenditures will follow from the drop in 
income payments, because with less income consumers will spend less than 
before. This means that (1) fewer goods are bought if prices remain un- 
changed, or (2) if prices fall, as much may be bought as before, or (3) both 
prices and quantities bought may fall. In all cases, consumer expenditures 
are less, and approximate an annual rate of, say, 131 billion dollars early 
in Year Two, or 2 billion dollars below the previous year. Consumer ex- 
penditures are now less than the value (cost) of current consumer-goods 
production, which was 133 billion dollars in Year One. When consumer 
expenditures fall below the value of consumer-goods output, or when the 
supply of consumer goods exceeds the current purchases of these goods, 
losses are incurred by producers or their profits are lower than expected. 

Short-term expectations of profits being disappointed, producers of con- 
sumer goods and services are led to curtail their output and to postpone 
, capital replacement and plans for capital expansion. When the producers 
of consumer goods see their business declining they tend to expect further 
declines and, consequently, see no need for capital investment. Thus, gross 
output declines still farther, and with it employment and national income 
payments, These additional reductions in output and national income pay- 
ments will lead to a continued worsening of both’ short- and long-term 
expectations in the subsequent months of Year Two, resulting in further 
reductions in output, employment, income payments, and consumption. 
The initial decline in investment expenditure in Year Two starts a sequence 
of reductions in consumer expenditures and long-term investment. This 
sequence may continue for many months, or for several years, bringing 
national output, national income, income payments, consumption, gross 
savings, investment, and personal taxes down to levels below that of Year 
One. 

It is important to understand the interactions of these changes. The 
initial decline iii investment and the consequent fall in wages, salaries, and 
other income payments aflFects adversely a wide range of other activities, 
particularly the* consumer-goods industries. The fall in consumption ex- 
penditures following the decline in income payments is termed an induced 
decline in consumption. The decline, in consumption in turn causes a reduc- 
tion in the investments made by the consumer-goods industries; this may 
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be termed an induced decline in investment r The decline induced in the 
output of consumer goods and services is larger than the initial and induced 
declines in investment when both are measured in terms of dollars. That is, 
a decline of one dollar in investment might eventually entail a drop of two 
or three dollars of consumer goods output. 

Since an initial decline can cause a general downward spiral of economic 
activity, it can be assumed for purposes of illustration that the cumulative 
decline continues through Year Two and Year Three, so that Year Four 
shows a gross national output (and aggregate demand) of only 140 billion 
dollars, with employment and levels of income payments, consumption, 
savings, investment, and personal taxes below that of Year One. This re- 
duction in aggregate demand is assumed to have been initiated by a drop 
in long-term investment; and the full amount of the reduction in gross out- 
put (50 billion dollars) is assumed to have occurred wholly in the non- 
governmental sector of the economy, i.e., in the production of capital 
facilities and consumer goods and services. Government expenditures are 
assumed to be unchanged. Year Four is compared with Year One in 
Table9. 


Table 9 composihon of aggregate demand 



Year One 

Year Four 

Amount of 
change 

Per cent 
change 

Consumer expenditures 

$133 billions 

$1 05 billions 

— $28 billions 

-22 

Investment expenditures 

28 

6 

- 22 

-79 

Government expenditures 

29 

29 

0 

0 

Aggregote demand 
(gross national output) 

1 90 

140 


-26 


A Fall in Consumpfion 

Consumption can also be the initiating factor in the decline in output, 
employment, and income payments. In Year One consumer expenditures 
were 133 billion dollars. Assume that tlie rate of consumer expenditures 
early in Year Two falls to 130 billion dollars with no offsetting changes in 
investment and government expenditures. What would be the immediate 
consequences? 

This change means a shift of income from spending to saving. Since no 

2 Some induced declines in investment may occur directly as a result of the initial 
drop in investment. Thus the machine-tool and equipment industries which feel the 
first impact of the initial drop in investment 'will probably curtail their replacement of 
facilities and postpone expansion plans. 
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compensating increase occurs in investment or in government expenditures, 
demand will fall. The producers of consumer goods and services 
^ill, therefore, suffer losses, or profits will be less than expected. Conse- 
quently short-term expectations are not realized and decisions to produce 
consumer goods will be altered. 

Consumer-goods output accordingly will decline soon after the drop in 
consumer purchases is felt because production schedules are geared to 
demand, both current and prospective. At the same time, the consumer- 
goods industries undoubtedly will postpone some capital replacement and 
perhaps some planned expansion of capital facilities as well, because the 
decline in current demand would probably discourage long-term expecta- 
tions. Thus there occurs an induced decline in investment. Together these 
reductions in consumer output and investment will bring about a decline 
in employment and in wages, salaries, and other income payments. This 
reduction in income payments occasions a further drop in consumer ex- 
penditures and this, in turn, a fall in both consumer-goods output and in 
capital facilities and other investment. 

A decline in consumption causes the same downward spiral in an econ- 
omy as^ a decline in investment; indeed, it makes little difference in the 
end result whether the initiating factor is a drop in consumption or in 
investment. Again, it may be assumed that in Year Four gross national 
output has fallen to 140 billion dollars; Table 9 may serve for this part of 
the illustration. As before, it is assumed there is no reduction in governmen- 
tal expenditures, for government is not ruled by the same motives or 
guided by the same expectations that regulate the volume of production 
in the private sector of the economy. 

A Fall in Governmental Expenditures 

In the hypothetical Year One, government was assumed to have spent 
29 billion dollars and to have collected 29 billion dollars in personal and 
indirect business taxes. Assume that at the outset of Year Two the expendi- 
tures of government are cut to an annual rate of 25 billion dollars. Con- 
ceivably the governmental employees discharged could be hired immedi- 
ately by private enterprise (e.g., because of a rise in the rate of investment 
expenditures), and hence no reduction need occur in national output and 
national income payments. Assume, however, that no such transfer occurs, 
i.e., the reduction in governmental expenditure represents a net reduction 
in aggregate demand. 

With a reduction in income payments and gross output early in Year 
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Two the economic consequences in this case are similar to those already 
described. Of course, if taxes are reduced by the same amount, consump- 
tion expenditures and personal savings may remain unchanged, and like- 
wise the private output and employment provided in producing this out- 
put. This is ruled out in the present discussion. The reduction in income 
payments will soon lead to a fall in consumer expenditure; this in turn will 
occasion losses, or disappointingly low profits, among the consumer-goods 
industries. With short-term expectations thus impaired, the output of con- 
sumer goods and services will be curtailed, and these industries will post- 
pone some replacement of capital facilities and some planned expansion 
of facilities. Again, a series of events will ensue following the pattern de- 
scribed for consumption and investment. The reduction in consumer-goods 
output and in investment entail a further decline in output, income pay- 
ments, consumption, savings, investment, and taxes; and the spiral works 
cumulatively downward. In this instance, too. Year Four may show a gross 
national output of 140 billion dollars; but the governmental contribution 
to gross output and income payments is now 25 billion dollars, instead of 
the 29 billion dollars shown above for Year Four, and the nongovernment 
output is accordingly 115 billion dollars. 

The consequences traced in this part of the illustration do not depend 
upon the assumption made at the outset, i.e., that government expendi- 
tures equal taxes in Year One, and tliat an excess of taxes over expendi- 
tures occurs beginning wdth Year Two. Even if governmental expenditures 
exceed taxes in both years, a reduction in these excess expenditures may 
have the consequences traced above, unless piivate expenditures— of con- 
sumers or business enterprise or both— offset this reduction.^ 

A Summary 

From the fall of investment, consumption, and government spending, 
the decline in gross national output, income payments, and employment 
may be ascribed to the same basic cause: a reduction in the flow of ex- 
penditures in the economy. Once under way, for whatever reason, the 
process of recession tends to be cumulative for a period of months, a year, 

^ Ib 1937 the Federal government deficit (excess of cash expenditure over cash re- 
ceipts) was sharply curtailed; private expenditure did not increase to offset this decline 
ill the go\^ernmental deficit, and aggregate danand declined. On the other hand, the 
rate of governmental expenditure declined greatly from* 1945 to mid-1947; by the latter 
period the deficit was converted into ,a surplus of tax receipts over expenditure. Mean- 
while, ho^ve^’er, a rise in private investment and consumer expenditure more than 
offset the decline in governmental ouday, and aggregate demand in tlie latter period 
exceeded that of 1945. , ‘ 
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or several years. Year Four, as shown on page 130, has a gross national 
output of 140 billion dollars as a consequence of the cumulative declines 
described above. To repeat, the components of this output are as follows: 

Consumer expenditures $105 bllfions 

Investment expenditures *6 

Government expenditures 29 

It may be assumed, now, that income payments in this year are 124 
billion dollars; the difference of 16 billion dollars between income pay- 
ments and gross national output is depreciation reserves and indirect busi- 
ness taxes, and each may be assumed to be equal. The disposition of in- 
come is as follows: 

Consumer expenditures $105 billions 

Individual savings 8 

Personal taxes 11 

The dij0Eerence between aggregate demand— 140 billion dollars— and con- 
sumer expenditure is 35 billion dollars which is composed of 6 billion of 
investment and 29 billion dollars of government expenditures. Because 
investment prospects are poor, industry invests less than its depreciation 
reserves; and because tax revenues have fallen with total income, govern- 
ment to maintain its expenditures borrows the savings which previously 
(in Year One) had been used by business for its net investment. 

In this year of relatively low income, output, and employment the re- 
lationships between consumption, saving, personal taxes, and income pay- 
ments differ from those of Year One. The propensity to consume is higher 
and the propensity to save lower in Year Four than in Year One. The 
figures ill Table 10 bring out this usual feature of low levels of income. 

Table 10 changes in income disposition 

Percentage of income payments 
Year One Year Four 

81 85 

Moreover, in Year Four the production of capital facilities is depressed;; 
this component of output in Year Four is about 5 per cent of gross national 
output compared with 15 per cent in Year One. In periods of low-level 
activity capital-goods industries normally are more depressed than are the 
consumer-goods industries, A partial explanation of this phenomenon may 


Consumer expenditures 
Individual savings 
Personal taxes 
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be offered. Capital facilities and other investment gocxis are made up in 
large part of durable goods; the stock of such goods in existence at any 
given time can serve for several years without further additions. Wheij 
expectations become unfavorable, some replacement of facilities is post- 
poned, and new additions .may be stopped altogether. In Year Four 6 bil- 
lion dollars of investment is assumed; this is less than the replacement 
provided for in Year One and it probably does not replace the facilities 
used up during Year Four. That is, no net investment occurs in Year Four, 
indeed disinmstment probably occurs; on the other hand, net investment 
in Year One amounted to 15 billion dollars. Thus replacement is curtailed 
and new investment stopped altogether, while the economy gets along with 
its existing capital. 

There is less chance for the economy to rest on its oars, so to speak, in 
the consumer-goods field. Many consumer wants can be satisfied only by 
current production-food, for example. Demand for many of these goods 
cannot be deferred. Indeed, it is this characteristic of many consumer goods 
and demands that helps to explain why the cumulative decline described 
above does not continue indefinitely. To put it briefly and simply, con- 
sumer demand does hold up, and the production of goods (often at re- 
duced prices) to satisfy this demand means employment and income, and 
this income makes consumer demand effective. If, at the same time, gov- 
ernmental expenditures are maintained— as assumed in Year Four— addi- 
tional support is given to consumption. Since the ratio of consumption to 
national output increases during recession, there tends to be a slowing 
down in the decline in capital -goods production. This is so because invest- 
ment is destined chiefly to aid in the production of consumer goods and 
services. As the latter is sustained, long-term expectations take a turn for 
the better, and at least part of the stage is set for the revival of investment 
in capital facilities. 

A RISE IN NATIONAL OUTPUT AND NATIONAL INCOME 

An increase in national output, and in the income payments derived 
from its x^roduction, may be initiated by a rise in the volume of investment, 
or by an increase in consumer expenditures, or by a growth in governmen- 
tal expenditures. As in the preceding analysis the close interrelationship 
of all x)arts of the economic system must be kexDt in mind. Just as a reduc- 
tion in one component of aggregate demand tends to depress economic 
activity as a whole and bring about relatively low levels of employment, 
so an increase tends to generate an expansion throughout the economy. 
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This analysis begins with the low level of economic activity readied in 
Year Four, i.e., a gross national output of 140 billion dollars. Unemploy- 
jnent in this year is substantial so that idle resources are available to permit 
subsequent expansion in real output. The changes occasioned by an in- 
crease in (1) investment, (2) consumer expenditures, and (3) governmental 
expenditures during Year Five will now be traced. 

An Increase in Investment 

Assume that long-term profit expectations are improved so that invest- 
ment increases from the 6-billion-dollar figure of Y’'ear Four to an annual 
rate of 9 billion dollars early in Year Five."^ This revival in the -'state of 
business confidence” adds to gross national output immediately an amount 
equal to the increment of investment It is assumed here that no offsetting 
decline occurs in the other components of aggregate demand; i.e., the in- 
crease in investment is an injection of additional expenditures into the 
economic system. Thus output early in Year Five is at an annual rate of 
143 billion dollars; and employment in the capital-goods industries rises 
as unemployed workers are hired to produce the additional machines, 
equipment, and other items in the capital-investment category. Wages, 
salaries, and perhaps other income payments increase as a result of this 
heightened activity in the capital-goods industries and thus the flow of 
national income payments rises above the 124-billion-dolIar rate of Year 
Four. 

The increase in income will tend to bring about an induced increase in 
consumption, for with more income consumers can be expected to spend 
more. In Year Four consumers spent 105 billion dollars; the rise in invest- 
ment and income payments brings about an annual rate of more than 107 
billion dollars early in Year Five. With consumers now spending more, an 
improvement occurs in the shoi’t-term expectations of retailers, whole- 
salers, and the manpfaeturers of consumer goods. Indeed, consumers early 
in Year Five buy more than producers currently manufacture, for until the 
rise in consumer expenditures, the output of consumer goods and the 
volume of consumer expenditures were equal (105 billion dollars) in Year 
Four. 

The increase in aggregate consumer demand and the favorable expec- 

^ Or alternatively an improvement in short-term expectations might occur wBich 
would lead business to increase its inventories. The net increase in in\'entory constitutes 
a rise in investment. In either case it is assumed that no increase occurs in the rate 
of interest to offset tiie prospects of higher profit. 
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tations generated by it soon leads to an expansion of consumer-goods out- 
put, and consequently to an increase in employment in these industries, in 
transportation, and in retail and wholesale trades. These industries accord- 
ingly increase their wage and salary payments in the course of this in- 
creased activity; and the larger income impels their workers to increase 
expenditures for consumer goods and services. 

This illustrates a cumulative expansion or an induced increase in con- 
sumer income and expenditure following the initial increase of investment 
early in Year Five. Once consumer expenditures increase, additional incre- 
ments of income and consumption arise in the course of time because of 
the stimulus to the expansion of production in the consumer-goods indus- 
tries. The disposition of the increased income and the effect of this dispo- 
sition on the expansion occurring in Year Five musif now be considered. 

Normally income is used chiefly for consumption purposes, while the 
balance goes into savings and taxes. In Year Four it was assumed that 84 
per cent of the income was spent, with taxes and savings accounting for 
the remaining 16 per cent. This is the average propensity to consume. The 
3 billion dollars additional income created by the initial expansion of in- 
vestment in Year Five will not be spent and saved in these proportions, 
for as additional increments are added to income the percentage spent 
declines. That is, the marginal propensity to consume is lower as total in- 
come increases. Assume that 66% per cent of the additional income is spent 
and 33^^ per cent taxed and saved. The amount spent for consumption 
stimulates an expansion of consumer-goods production and additional in- 
come; of this additional income, 66% per cent is also spent which also 
brings about another increment of output and income. Succeeding and 
progressively smaller increments of output and income thus result from the 
spending and respending of the income created by the initial expansion 
of investment. This is shown in Table 11. 

The initial increase in income (3 billion dollars) leads to 2 billion dollars 
of consumer expenditure; this expenditure becomes income to those who 
sell the consumer goods, and they in turn spend two thirds of it, and this 
expenditure becomes income again. Each stage of spending thus provides 
a smaller increment of output and income, and as the arithmetic is carried 
out, the increments eventually become negligible in amount. As* a result 
of this process of successive but smaller increments of output, income, and 
consumption, an initial investment is associated with a rise in output and 
income that may be several times as. large as the initial investment itself. 
In the table above this expansion of total output and income is three times 
the initial investment. This stimulative influence is described as the multi- 
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Table 11 


EFFECTS OF INCREASED INVESTMENT ON INCOME 
AND CONSUMER EXPENDITURES 

(in millions of dollars) 

(Margin a! propensity to consume^ 66yi per cent) 


1 . investment 
$3,000 creates 

which creates — ^ 
which creates 
which creates — > 
which creates 


2. income 

$3,000 which leads to -> 

2.000 which leads to 
1,334 which leads to 

890 which leads to 
and so on which leads to and so on 

9.000 6,000 


3. Consumer 
expenditures 

^ $ 2,000 

1,334 
890 
594 


plying effect of investment on national output and national income pay- 
ments. The multiplier concept, now widely used in economic literature, is 
a partial description of the stimulative effect of investment on output and 
income. It is expressed numerically: when $1 of investment is related to 
a $3 increase in output, the multiplier is said to be 3, as in the table above. 

In the dynamic sense, the multiplier describes the stimulative effects of 
investment on the output of consumer goods and services, although this 
concept does not completely describe the process of cumulative expansion. 
For just as an increase in investment may be expected to induce an expan- 
sion of consumer-goods output the latter may be expected to induce addi- 
tional investment. Thus, the stimulative effect works in both directions: 
(1) investment stimulates additional consumer-goods output, and (2) con- 
sumer-goods output stimulates additional investment. The multiplier con- 
cept is usually limited to the first sequence. The second sequence is 
described as the principle of acceleration. 

The principle of acceleration may be illustrated as follows: Suppose a 
certain company produces shoes and uses for this purpose 1,000 machines. 
The annual capacity of these machines is 500,000 pairs of shoes, and 100 
machines wear out each year (10 per cent rate of depreciation). To main- 
tain the production of shoes, the company must invest annually in 100 
machines. If the demand for shoes increases to 550,000 pairs a year (be- 
cause total income has increased as described above), the company must 
increase its machines to 1,100; it must add to the 100 it purchases for 
replacement another 100 to permit an expansion of output. The capital 
expenditures of the company therefore double, from 100 to 200 machines, 
because of the increase in income and consumer expenditure. The prin- 
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ciple is stated in an extreme form for purposes of iilustratioii; had the 
company been able to increase production with its existing capacity there 
would have been no induced net investment. When expansion from low 
levels of output occurs firms undoubtedly have excess capacity; however, 
some will not and must expand, others will have to expand facilities after 
the rise in consumer demand proceeds some distance. In a period of de- 
clining output and consumer expenditure (e.g., Years Two and Three) 
many firms defer replacement of capital and therefore, when consumer 
expenditure subsequently increases (as in Year Five), they hasten to re- 
store their productive capacity. Investment thus induced by a rise in 
consumer expenditure in turn is stimulative via the multiplier effect. 

These complicated interrelationships may be summarized in the follow- 
ing way: 

1. The initial increment of investment early in Year Five induces (the 
multiplier) 

2. a subsequent increase in consumer expenditure, and this, in turn (the 
principle of . acceleration) 

3. induces another increment of investment, with its multiplying effect, 

etc. - 

It might be tempting to conclude that this process should go on indefi- 
nitely— at least until the economy could no longer expand employment and 
production. But this is not necessarily the case. As shown' in Table 11, 
column 3, each increment of induced consumption following the initial 
investment is less than the previous one; and, therefore, each increment of 
investment induced by successive increments of spending is less than the 
previous one. That is, the interrelationships between the multiplier and the 
principle of acceleration are such that any given stimulus brings about an 
expansion which in time exhausts itself, and in fact, reverses itself. This 
expansion may be termed the leverage effect of the initial investment in- 
crease, with the leverage compounded of both the multiplier and accelera- 
tion principles. 

The general expansion of gross national output, employment, and in- 
come payments arising from the upsurge of investment may go on for 
several years as expectations generally improve. This upward spiral might 
progress to a level of output and employment corresponding to the rela- 
tively full use of economic resources. In Year One, this condition was at- 
tained with a gross national output of 190 billion dollars. But in all likeli- 
hood the expansion beginning in Year Five must go higher to attain 
relatively full employment because it may be safely assumed (for the 



CHANGING LEVELS OF NATIONAL OUTPUT AND NATIONAL INCOME 139 

United States) tliat»(l) the labor supply steadily increases and (2) the pro- 
ductivity^ or output per worker advances over time. The larger and more 
groductive labor supply may require, therefore, a gross national output of 
perhaps 200 billion dollars if conditions corresponding to relatively full 
employment are to be attained in, for instance, Year Seven. 

What is required to attain a gross national output of 200 billion dollars? 
Assuming (as throughout the discussion) that there is no change in gov- 
ernment expenditure, the decisive factors are therefore consumption and 
investment, If it is also assumed that there is no change in the consumption 
ratio during this period, then in Year Seven consumer expenditures and 
consumer goods and services will amount to 139 billion dollars. In order 
to attain 200 billion dollars of gross national output, investment must be 
32 billion dollars in Year Seven. This follows from the fact that, given the 
propensity to consume and a stable level of governmental outlays (139 
billion dollars of consumer expenditures and 29 billion dollars of govern- 
mental services), the balance of 32 billion dollars must be in the form of 
investment, or capital-goods output. 

If people in general were disposed to spend more out of a given income 
(i.e., an increase occurs in the propensity to consume), or if governmental 
services and expenditures were higher than assumed here, the volume of 
investment needed to attain relatively full employment would be some- 
what less than the 32 billions. In the following sections these possibilities 
shall be discussed; for the present they are ruled out, and the expansion 
beginning in Year Five can attain the 200-billion -dollar level in Year Seven 
only if long-term profit expectations are favorable enough to cause an in- 
vestment of 32 billions. 

A Rise in Consumption Expenditures 

An initial expansion of consumption expenditures in Year Five would 
bring results similar to investment expansion. In Year Four, consumption 
aggregated 105 billion dollars, an amount equal to the value of consumer 
goods and services produced. Suppose that this situation changes early in 
Year Five, when consumer expenditures increase to an annual rate of 108 
billion dollars. This increase is an injection of additional expenditures into 
the economic system in the form of consumer purchases; it is not offset by 
corresponding declines in investment and government outlays. 

Where does the additional money come from? How do consumers in 
general get it? These additional funds may arise because of a sudden de- 
cline in savings. In Year Four people spent 105 billion dollars and saved 
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8 billion; conceivably this could shift to 108 and 3 in Year Five. Consumers, 
too, might use up some of their funds on deposit, that previously lay idle 
in the banks, to finance this additional spending; or many consumers might 
redeem their government savings bonds, or sell other bonds and stocks. 
It is also possible that this increase in consumer expenditure is financed by 
loans; e.g., finance companies and other sources of consumer credit might 
make funds available for the purchase of automobiles and other durable 
consumer goods. Why should consumers increase their purchases by loans, 
redemption of government bonds, or by reducing their savings? One reason 
may be the necessity to replace worn-out consumer goods— automobiles, 
clothing, household goods, etc.— after several years of restricted purchases. 
Or new consumer products may be coming on the market, or improved 
and attractive models and varieties of existing products. Advertising cam- 
paigns and the greater availability of installment credit may encourage and 
accelerate consumer expenditures. 

Whatever the specific causes, the increase in consumer spending in Year 
Five injects additional money into productive channels. The immediate 
effect of this increase in consumer buying is an improvement in short-term 
profit expectations, for purchases now exceed the previous rate of produc- 
tion. This means a “better market” for goods; sales increase and perhaps 
prices rise somewhat. There can be expected, in consequence, an expan- 
sion in the production of consumer goods; at the same time, the consumer- 
goods industries can be expected to invest additional funds, either for re- 
placement or expansion of capital facilities, or for increased inventories. 
These sequences have been described above in the discussion of the prin- 
ciple of acceleration. 

This upsurge in consumer expenditure is likely to generate confidence 
among enterprisers and lead to a substantial expansion of long-term invest- 
ment, well above the 6-billion-dollar volume of Year Four. Indeed, if the 
rate of expansion of economic activity in Year Five is to continue, invest- 
ment must respond in this way. The increase in consumer goods output 
following the initial rise in consumer spending cannot by itself create 
enough purchasing power to sustain its own increase because part of the 
income paid to those employed to produce the larger amount of consumer 
goods is saved and another part goes iii payment of taxes. As taxes and 
as savings these funds are not available to buy consumer goods. Therefore, 
these funds must be spent back again into the economic system in the form 
of investment and governmental outlays. 

If these investments in fact increase sufficiently, the cumulative expansion 
will reach a state of relatively full employment. The conditions assumed 
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earlier— no change in the consumption ratio and no change in the volume 
of governmental expenditure— were such that relatively full employment 
ill Year Seven required 32 billion dollars of investment. It was shown that 
with a rise in the consumption ratio, a smaller volume of investment would 
be required to attain 200 billion dollars of gross national output. 

This point can be brought out by the following illustration. If total 
income payments in Year Seven are 172 billion dollars, and in one case 
the average propensity to consume is 0.81 and in the other 0.86, the dif- 
ferences in consumer spending are as follows: 

$172 X 0,81 = $139 = Consumer expenditures 
$172 X 0.86 = $148 = Consumer expenditures 

When these different amounts of consumer expenditures are shown as com- 
ponents of an aggregate demand of 200 billion dollars (= gross national 
output) the differences in investment expenditure are evident. These are 
shown in Table 12. 

Table 12 volumes of investment, given different 

PROPENSITIES TO CONSUME 

Assumpiidn A Assumption B 

(Average propensity {Average propensity 



to consume 0.81} 

to consume 0.86) 

Consumer expenditures 

$139 billions 

$148 billions 

investment expenditures 

32 

23 

Government expenditures 

29 

29 

Aggregate demand 
(gross national output) 

200 

, ■:200 .. . 


In the previous chapter attention was directed to the "contrast between a 
'low-consumptioiY' and a ''high-consumption” economy; A and B respec- 
tively illustrate the contrast, emphasizing the difference in the relations 
between investment and consumption. Under assumption A, requiring 32 
billion dollars of investment, long-term profit expectations must be more 
favorable, and investment opportunities more plentiful than is the case in 
assumption B, requiring only 23 billion, for the economy to attain a level 
of relativel}^ full employment. 

Investment is actually not less important in assumption B than in A; 
merely less investment is necessary to attain the relatively full use of eco- 
nomic resources. v , 
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A Rise in Governmental Expenditures 

Governmental expenditures may initiate an expansion of output, incoine, 
and employment, as demonstrated during the war years. The assumption 
of a stable volume of governmental outlays (29 billion dollars annually) 
may now be abandoned to trace briefly the consequences of an increase 
in this amount. 

Assume, instead, that early in Year Five government expenditures began 
increasing, with the eventual goal being 34 billion dollars annually. This 
change in governmental outlays may be caused by an expanded public- 
works program, national defense, an extension of social security, benefits 
to veterans, farmers— or a combination of several of these. Another as- 
sumption must be made: the increase in expenditures is not accompanied 
immediately by a corresponding increase in tax receipts. That is, all or a 
large part of the increase in governmental spending is deficit spending. 
This means that an injection of additional money into the economic system 
accompanies the rise in governmental outlays. If taxes increased equally 
with expenditures, no net addition to the money flow would occur,® The 
effects of the rise in governmental expenditure vary somewhat according 
to the purposes for which the expenditures are made. Part of the increase 
may be paid directly as income to various groups, such as veterans, farmers, 
unemployed, and aged persons. In this case, money income payments in- 
crease, and this leads to an induced increase in consumption md its effects. 
Some of the increase in governmental expenditures may be for the build- 
ing of public works or for armaments, in which instance the stimulation is 
felt immediately in the industries that produce the materials and equip- 
ment for these purposes, having the effects of increases in investment. 
Indeed, public works may be referred to as '"public” investment. 

The general economic expansion thus initiated may continue until all 
economic resources are in relatively full use. This will be the case if the 
early increase in production, income, and consumption brings about, as 
described above, a widespread improvement in long-term profit expecta- 
tions and, therefore, a substantial volume of investment. In the two previous 
illustrations, assumptions A and B, the magnitude of investment required 
for relatively full employment in Year Seven was clearly shown. Now^ 
what is the effect of the larger volume of governmental expenditures on 
investment needs? 

^ This need not be flie case necessarily, hut the exceptions would entail many 
plexities at this point in the discussion. 


com- 
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The effect generally depends on how the government obtains the addi- 
tional 5 |)illion dollars it spends. These funds may be derived from higher 
laxes, or they may be borrowed. It is important to know the source of these 
funds, whether the funds are raised (1) at the expense of consumption or 
(2) out of the savings of the public in general 

Assume, first, that the government raises this additional money by im- 
posing higher taxes on the people. These taxes may be expected to reduce 
the volume of consumption of some taxpayers. Additional taxes and gov- 
ernmental expenditures will involve (1) a reduction of consumption on the 
part of those paying the tax, and (2) an increase in consumption on the 
part of those receiving the funds from government, i.e., veterans, the un- 
employed, the aged, and those employed on public works. Items 1 and 2 
could be exactly equal; if so the additional expenditures of government 
would not change aggregate consumer expenditure but merely transfer 
consumer purchasing power from one group (taxpayers) tp another group 
(those receiving government payments). 

Assume secondly that taxes are taken from savings, or more precisely, 
from funds that otherwise would be saved. Should this be the case, the 
taxes and expenditures of government would involve (1) a reduction in 
individual savings of the taxpayers and (2) an increase in consumption on 
the part of those who receive the governmental payments. Such a tax 
policy could reduce individual savings by neady as much as the additional 
taxes and increase aggregate consumption. 

These, then, are the results of drawing from two sources of government 
income: one does not alter total savings and consumption at all; the other 
reduces savings substantially and increases consumption by a like amount. 
If total consumption and savings are not altered by the additional taxes 
and governmental spending, it follows that the need for investment to 
maintain .a given level of income is also unaffected. If, however, the addi- 
tional taxes reduce savings and their expenditure by government increases 
consumption, it follows that the need for investment to maintain income is 
lessened. 

Government, of course, may borrow the additional 5 billion dollars. By 
this course, the government draws upon the savings of the public in this 
amount; and by spending these funds restores the savings to the income - 
stream. Most of these funds, as income, will then be spent for consump- 
tion. Thus individual savings are not reduced but are used by government 
for its additional outlays; therefore, the need for investment by private 
enterprise to maintain aggregate demand, is x’educed by this amount. The 
added governmental expenditures, in effect, absorb 5 billion dollars of 
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savings which otherwise would have to be invested if relatively full em 
ployment \was to be continued in the period ahead. 

Beginning in Year Five governmental expenditures can then, if prop- 
erly financed, initiate the upswing. As in the two previous illustrations, an 
additional flow of money is injected into the economic system, and the 
spending and respending of this money has a leverage effect on output, 
income, and employment, all predicated on favorable profit expectations 
throughout the economy. Should a sufficient volume of investment arise, 
the economy will reach a level of relatively full employment. As shown 
above, the amount of investment needed to attain this level depends upon 
(1) the volume of governmental expenditures and (2) the amount of con- 
sumiDtion expenditures. 


FLUCTUATIONS IN THE ECONOMY 

With the aid of the foregoing analysis the changes in gross national 
output and in aggregate demand during the last two decades may now 
be reviewed. A caution, however, must be offered. The actual economic 
scene is far more complex than the foregoing illustrations, in which it was 
possible to isolate the initiating changes— investment, consumption, and 
governmental expenditures. In the actual economy this is not always pos- 
sible, for causes are often, obscured in the tangled mass of economic 
phenomena. 

The latter years of the 1920’s were marked by high levels of national out^ 
put and income, low levels of unemplo5?'ment. The peak in productive 
activity for the decade was reached in 1929 when gross national output 
aggregated more than 104 billion dollars, employment averaged 47 mil- 
lion, and unemployment only 2 million. This may be considered a time 
of relatively full employment, corresponding to the general conditions (but 
not to the same magnitudes) assumed , to prevail in Year One. Aggregate 
demand for the nations commodities and services in 1929 is shown in 
Table 13. 

Gross national output declined approximately 13 billion dollars in 1930 
and the Great Depression was under way. Gross capital formation fell 
about 5 billion dollars, consumer expenditures nearly 8 billion dollars, 
while governmental expenditures increased very slightly. Thus total ex- 
penditures for goods arid services dropped off, and national output, income 
payments, and employment declined accordingly. Whether this decline was 
initiated by a fall in in vestment or a reduction in consumption is a disputed 
point, since the stafetipal evidence by itself is, inconclusive. 
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Table 13 composition of aggregate demand, i 929 

' , * , Billions of dollars Per cent of total 


Consumer expenditures 

78.7 

76 

investment expenditures 

16.6 

16 

Government expenditures 

,,8.5 

8 

Aggregate demand 



{gross national output) 

103.8 

100 


Source: U.S. Department of Commerce. 


Once initiated, the decline became cumulative, with reductions in invest- 
ment and in consumption mutually reinforcing each other, as described 
for the hypothetical years Two to Four.^" In 1933 the depths of the depres- 
sion were reached when total output was approximately 56 billion dollars, 
or 48 billion dollars below the 1929 level. The fall in the value of the gross 
national output represented both a decline in prices from 1929 to 1933 and 
a reduction in the physical volume of commodities and services produced. 
When the decline in prices is taken into account and the value of national 
output "corrected,” the "real output” of the economy declined about one 
fourth in this four-year period,'^ The figures in Table 14 show the changes 

Table 74 changes in aggregate demand, 1 929 and 1933 


Billions of 
dollars 

Per cent 
change from 
1929 

Per cent of 
aggregate 
demand, 1933 

Consumer expenditures 

46.3 

-40 

83 

Investment expenditures 

1.4 

-90 

3 

Government expenditures 

8.0 

- 6 

14 

Aggregate demand 
(gross national output) 

55.7 

-46 



Source; U.S. Department of Commerce, 

from 1929 to 1933 in aggregate demand or expenditure for the gross na- 
tional outptut, the relative importance of each component, and its per- 
centage change from 1929. 

^ The decline in the early 1930’s and die deterioration of profit expectations were 
aggravated by factors not introduced into the illustration, such as the fall in stock- 
market prices, declining commodity prices, bankruptcy of enterprises, the widesiiread 
failures of banks, the contraction of bank deposits, economic and financial disturbances 
abroad, and many other influences which, adversely affected both long- and short-term 
expectations. . 

‘ See pp. 102-03 for a discussion of changes in. the money value of output and "rea^^ 
output. 
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Employment in this year was approximately 38 million, labor supply 51 
million,^ leaving 13 million or one fourth of the labor supply unemployed. 
Conditions generally in 1933 typify the period 1932-34; in 1932 the decline 
had almost spent its force and by 1934 a revival was in evidence. 

A fact of great importance to be derived from these tabulations is the 
large percentage decline in capital foraiation-~90 per cent from 1929 to 
1933. Capital formation or investment comprised only 3 per cent of gross 
national output in 1933, in contrast to an average of 16 per cent in the 
prosperous late twenties. In 1933, investment was not enough to provide 
for normal capital replacement— the country was "living off its capital’; 
in contrast, gross capital formation in the earlier period covered replace- 
ment and permitted a net addition to the capital of the country. Consumer 
expenditure and therefore the output of consumer goods and services, on 
the other hand, declined less drastically than investment and comprised 
83 per cent of total demand and output in 1933. The fact that consumer 
spending declined less than investment served to "cushion” the general 
decline of output, in the manner described at length in the hypothetical 
illustration. Governmental expenditures declined slightly because of the 
general reduction in output and income throughout the economy; i.e., 
many state and local governments either encountered trouble in raising 
money or considered retrenchment an appropriate policy during depression. 

The decisive factor— but not necessarily the initiating factor— in the gen- 
eral reduction from 1929 to 1933 thus appears to be the heavy drop in 
investment. The 15-billion-dollar reduction in income payments directly, 
and the depressing effects of this income reduction, were transmitted to 
the consumer-goods industries. The output of these industries declined 32 
billion dollars, accompanying the 15-billion-dollar decline in investment. 
This may be said to be the multiplier in reverse; i.e., a reduction, as well 
as an increase, in investment is associated with a much larger fall or rise 
in gross national output and income. 

The four years from 1934 to 1937 showed a steady growth in gross 
national output, reaching a level of 90 billion dollars in the latter year. 
Again, the sequence of change is obscure— all components of output and 
all sources of expenditure increased. In this period the Federal govern- 
ment embarked upon a spending policy to relieve hardship and stimulate 
recovery. Investment increased also in 1934 as industry sought to replace 
wmrn-out equipment. Together these increases placed more income in the 
hands of the consuming public. As a consequence consumer expenditures 

s xhfs is more than two million greater ,than 1929; the increase measmes the growth 
; in labor supply during the four years following 1929. 



CHANGING LEVELS OF NATIONAL OUTPUT AND NATIONAL INCOME 147 

rose; this increase was encouraged by a growth in consumer credit for the 
purchase^ of automobiles and other durable consumer goods. Once this 
Expansion process was under way it became cumulative, following the 
pattern described by the multiplier and acceleration concepts. Table 15 
shows the components of gross national output for this year. 

Table 15 COMPOSITION OF AGGREGATE DEMAND, 1937 



Billions of 
dollars 

Per cent change 
from 1933 

Consumer expenditures 

67 

+ 45 

Investment expenditures 

11 

-1-733 

Government expenditures 

12 

+■ 50 

Aggregate demand 
(gross nationol output) 

90 

+ 63 


Source: U.S. Department of Commerce. 


Although the dollar value of gross national output in 1937 was consider- 
ably below 1929 the difference is almost wholly due to prices; when cor- 
rected for the lower price in 1937 ^reaF national output was about the 
same as in 1929. However, from 1929 to 1937 labor supply increased by 4 
million; in the same period the productivity of labor increased so that only 
45 million persons were required to produce in 1937 what 47 million had 
produced in 1929. Increased productivity and a larger labor supply re- 
sulted in an average unemployment of 8 million in 1937; to have achieved 
a condition of relatively full employment therefore would have required 
a considerable increase in real output in 1937 over 1929 (as shown in Year 
Seven in the previous illustration). Aggregate demand, however, was less 
than required in 1937 for high levels of output and employment. Investment 
expenditures were 6 billion dollars less than 1929, and the increase in gov- 
ernmental expenditures did not make up this deficiency. Since income pay- 
ments were below 1929, consumer expenditures were below the volume of 
that year. Following 1937 aggregate demand declined, as did national out- 
put, income, and employment; expansion was resumed in 1939 as orders 
for war goods for Europe stimulated demand, and from 1940 war prepara- 
tions in this country brought an enoimous rise in governmental expendi- 
tures. 

National Output— The War Years and Transition 

The war-born expansion of aggregate demand raised gross national out- 
put to 213 billion dollai's in 1945., Chart 4 shows this expansion, as well 
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as the changes in output already described. The upper half of the chart 
gives the figures for each component of aggregate demand; the lower half 
shows the percentage of the total for each component. In the early stages 
of war prosperity the principal stimulus came from private investment; 
this increased 4 billion dollars from 1939 to 1940. From 1941 governmental 
war expenditures provided the principal stimulus, while private invest- 
ment was reduced and consumer expenditures restrained by taxes, ration- 
ing, and war savings. As discussed above, the 1930’s failed to attain rela- 
tively full employment because total expenditures for goods and services 
were inadequate to call forth full production. Governmental expenditures 
for war, however, were enormous; indeed, the governmenfs demand for 


war goods and the increased demand of consumers with their war-inflated 
incomes exceeded the capacity of the country to produce the output de- 
manded. It was chiefly for this reason that rationing, increased taxes, and 
war-savings campaigns were put into effect as means of restraining the 
rise of consumer expenditure. That is to say, the propensity to consume 
was reduced in the war years by governmental policy in an effort to re- 
. strain inflation and to divert economic resources to the production of war 
goods. Chart 5 shows the changes in the use of national income payments 
and brings out the wartime changes in the propensity to consume. 

The end of hostilities in 1945 brought in its train the enormous problems 
of shifting from a war economy to a peace economy. This transition will 
be described here only in terms of the changes in the composition of 
demand, i.e,, the decline in government expenditures and the 
rise in investment and consumer outlays. Table 16 gives the figures for 1945 
and 1946. 



Table 16 composition of aggregate demand, 1945 and 1946 

• (in billions of dollars) 



1945 

1946 

Aggregaf 

e change 

Consumer expenditures 

122 

144 

+ 

22 

Investment expenditures 

8 

30 

+ 

22 

Government expenditures 

83 

30 

— 

53 

Aggregate demand 
(gross national output) 

213 

204 


9 ; 


Source: U.S. Deparfmenf of Commerce. 

The decline in government expenditures in 1946 was accompanied by a 
rise in consumption and, inyestmeiit. Consumer outlays rose as rationing 

the,. cessation of priqe, 
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control, as the prices of consumer goods increased. Sating out of current 
income also declined in 1946; changes in spending and savings ratios are 
clearly brought out in Chart 5. The transition from war to peace, there-^ 
fore, involved great offsetting changes in the aggregate demand for the 
nations output of commodities and services; the fall in governmental ex- 
penditure was largely offset in 1946 (and more than offset during the first 
half of 1947) by the efforts of consumers to make up wartime-deferred 

Chart 5 PERSONAL JNCOME AND ITS DISPOSITION, 
SELECTED YEARS, 1929-1947 
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demands and by business to replenish inventories, to replace worn-out 
capital facilities, and to expand plant and equipment. Shifts in aggregate 
demand, and in the production of commodities and services, were accom- 
panied by the maintenance of high levels of employment in this period; 
indeed, so great was aggregate demand in 1946-47 that the peacetime ^^full- 
employment” goal was reached and the nation verged on a condition of 
''overemployment,” i.e., a shortage of labor that induced inejSBciencies in 
production, and a shortage of goods in relation to demand which produced 
inflationary price rises. 

The changes in the level of national output and income, reviewed for 
the period 1929-47, are more complex than those assumed in the hypo- 
thetical conditions in the illustration developed in the earlier part of this 
chapter. The illustration aids, however, in the analysis of the changes that 
occur in the actual economic system. Aggregate demand— consumer ex- 
penditures, investment expenditures, and governmental expenditures— sets 
economic resources to work; as total demand changes, so does the value of 
the gross national output. Normally, investment expenditures are the de- 
cisive factor in governing the levels of gross national output, income, and 
employment, so that these levels change as investment changes; and in- 
vestment varies with long-term expectations. During war, governmental 
expenditures exercise the dominant role, so that national output, income, 
and employment change as these expenditures rise or fall. For these rea- 
sons, the analysis of the dynamic movements in output, income, and em- 
ployment placed special attention on the nonconsuinption expenditures in 
the economy, for it is on these— investment in peacetime and governmental 
expenditures during war— that the level of economic activity largely 
depends. 


.CHAPTER 


7 


The Prospects of Economic Progress 


The "inquiry into the nature and causes of the wealth of nations” has 
long been a preoccupation of economic writers. Such inquiry was intensi- 

causes for 
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the prolonged “pause” in the country’s economic progress. Did this de- 
pression signalize the weakening, perhaps the end, of the great expansive 
forces in the economy? Or were the causes transient, to be followed by ^ 
resumption of great volumes of investment and output? Recent times have 
seen many divergent interpretations of economic development and the rise 
of several comprehensive tlieories on the prospects for the future. These 
several interpretations relate not only to the prospects of economic prog- 
ress but also to future political and social developments. 

First, the areas of agreement among theorists should be outlined before 
their diflFerences are examined. 

1\ The material well-being of the country— the standards of living of its 
people and its position and security in the world— depends upon con- 
tinued expansion of national output, income, and employment, and 
these in turn require increasing volumes of investment. 

2. Labor supply has increased throughout the history of this country 
and will continue to grow for a long time to come. Therefore, em- 
ployment and output must expand for a long time to come if con- 
siderable unemployment is to be avoided. 

3. The advance and growth of technology have increased the efficiency 
per man-hour of employment as far back as the records go, and will 
continue to do so in the future. Therefore, if relatively full employ- 
ment is to prevail in the future, national output must increase more 
than the labor supply. 

4. Investment expenditures were inadequate during the prewar decade, 
and this inadequacy accounted for the depressed levels of output, 
income, and emplo 3 nnent. 

5. Relatively full employment in the past required a considerable vol- 
ume of net investment to absorb the net savings of the economy. This 
is expected to be true of the future, too, if the country is to enjoy 
relatively full employment. 

The decisive importance of investment is evident in these points. The 
issues summarized devolve largely on the future prospects of adequate in- 
vestment expenditure, and on the conditions that govern these investments. 
For present purposes the divergent views on investment prospects may be 
classified as follows: (1) the mature economy thesis, (2) the expansive 
economy thesis, and (3) the capitalist disintegration thesis. 
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THE MATURE ECONOMY THESIS 

^ This thesis asserts, as the term suggests/ that the American economy has 
reached a mature middle age. Its vigorous, growing youth is past. It can- 
not sustain the rate of growth which marked the first three decades of this 
century, with ever-higher levels of investment, output, incoiiie, and em- 
ployment The decade of unemployment and depressed investment which 
followed is viewed as an early but major manifestation of the economy’s 
maturity, and one which will recur in the future. It is held, then, that the 
great forces which drove this economy to constantly increasing levels of 
output are exhausted, or largely so. Therefore the system, as traditionally 
organized and guided, cannot be expected to provide relatively full em- 
ployment for long intervals. The sporadic energies of a middle-aged econ- 
omy may lead occasionally to high levels of output, but to sustain high 
levels of output and employment is beyond the powers of the economy. 
The conclusion drawn from this point of view is that government regula- 
tion and spending are necessary to maintain consistently the welfare of the 
economy/ 

The Expansive Forces 

A summary of this thesis must begin with a description of the major 
expansive forces in the economy in its earlier period of development. The 
basic trends w^ere: (1) an enormous growth in population, (2) geographical 
expansion and the discovery and exploitation of vast resources, (3) tech- 
nological changes and the mechanization of industry. These three forces 
formed the basis of American economic expansion because thetj created 
enormous investment oppo7i:unities; because of them the savings of the 
economy, and some foreign savings as well, were absorbed by ever-increas- 
ing investments. This is not to say that economic progress was steady year 
in and year out, but despite periodic reversals the expansion was strong 
and insistent. The central idea in the mature economy thesis is that these 
forces have been weakened or dissipated. The twentyfold increase in popu- 
lation betw’^een 1800 andT920, it is claimed, called for a great expansion in 

^ This is sometimes termed the economic stagnation theonj, 

- The acknowledged leaders in the development of tliis thesis are J. M. Keynes, whose 
work The General Theory of Employment^ Interest, and Money {Harcourt, Brace, 1936) 
represents the fullest tlieoreticai statement of the matter, and AKun Hansen, the leading 
American proponent of this position ( see particularly liis Fiscal Policy and Business 
Cycles (Norton, 1941).,. . , , . ^ 
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home construction, in capital facilities to produce food^, clothing, and other 
goods, in schools, hospitals, water systems, and other public works. An 
expansion of investment, output, and employment was required by the 
sheer increase in numbers— by the need to increase existing facilities to 
accommodate the rapidly growing population. 

With this growth in population went the westward push of the frontier- 
space for the growing population. This geographical expansion made room 
for new communities, for new farms and industries, and required extensive 
transportation systems. All this called for increased investment. The new 
areas were rich in natural resources, as noted earlier. The development and 
use of these resources not only demanded large-scale investment, but also 
provided cheap raw materials, which in turn encouraged industrial expan- 
sion in the settled parts of the country. 

At the same time, new inventions created new industries and revolu- 
tionized many of the old ones. Rapid changes in technology gave the na- 
tion a succession of great industrial advances, led by the development of 
new industries, such as the railroads, steel, electrical utilities, and the auto- 
mobile industiy. Mechanization spi'ead rapidly, extending from the new 
industries to old industries. The dynasty of coal and iron, electrical power, 
and oil emerged from the agricultural-handicraft economy of the early 
nineteenth century. This transformation required capital for replacement 
and expansion on a scale that readily absorbed tlie savings accumulated out 
of the rising level of income. 

Symptoms of Maturity 

According to the mature economy thesis, these expansive influences have 
in the course of time lost their force, and investment opportunities have 
therefore contracted and the need for savings has been reduced. But the 
savings habits of the country have not corresponded to this alteration. The 
public now tends to save as before, but relatively less savings are needed 
because relatively less investment is possible. This argument of the ma- 
turity thesis should be traced in some detail. 

The rapid growth of population has come to an end. In the decade 
1930-39 population increased 8,9 millions, compared with 17 millions during 
the years 1920-29. And the population experts predict further slowing up 
in the rate of increase in each succeeding decade until, near the end of the 
century, the maximum size will be reached.® 

^ See pp. 77-79 for an examination of the changes in the composition of a declining 
or static population and their ejflects on the economy. The increase in birth rates during 
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Investment and 'Savings are thus affected in several ways. " First, the 
need for, facilities to feed, clothe, house, and educate the population, i.e., 
itivestment, tends to slacken as population growth becomes static or de- 
clines. For example, the 17 million addition to the population during the 
1920’s required a greater amount of new housing and schools, new facili- 
ties to produce food, clothing, and other goods, than did the 8.9 million 
increase during the 1930’s. This tendency can of course be projected into 
the future as population increases become eventually smaller. Second, 
the small-sized family, which is obviously characteristic of a 'mature’’ popu- 
lation, tends to save a relatively larger part of its income than a large- 
sized family— its propensity to save is greater. A family of three can save 
more on a $5,000 income than can a family of five. Third, the expenditures 
made by a small family tend to include more services (in contrast to goods) 
than do those of a larger family; and service industries require smaller 
capital expenditures than goods-producing industries. 

Thus trends toward decrease in population and reduction in family size 
diminish the requirement for, and the incentive to make, great volumes of 
capital investment; the same trends, coupled with attendant rises in per 
capita income, tend to increase savings. In short, the economy must look 
toward a future in which the stimulative, expansive influence of a rapidly 
growing population no longer contributes an important share toward the 
absorption of savings through investment. 

The mature economy thesis also view’^s the end of the frontier and geo- 
graphic expansion as a depressive factor. The capital required to make new 
areas habitable and productive is less as the country becomes settled. There 
remain, of course, large capital needs for the replacement of transport 
systems and productive facilities in the areas long settled. But the replace- 
ment of existing facilities, or even the expansion of these facilities, is not 
deemed so stimulative as the initial investment made in the period of 
geographic expansion. For instance, building the transcontinental rail- 
roads during the latter nineteenth century gave a greater stimulus to out- 
put and employment than does current replacement of rails and rolling 
stock. The great westward movement came to an end with the close of the 
nineteenth century, and this economy (say tlie proponents of the mature 
economy thesis) never again can recapture the vigor and enterprise en- 
gendered by geographic expansion. The lessened need for capital and the 
diminished investment opportunities arising from "geographic maturity" 
reinforce those same influences arising from population stability. 

the present decade, discussed in Chapter, 3, makes necessary a modification of tliese 
population forecasts. 
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The third major element in the mature economy thdsis relates to Indus- 
trml technology and new industries. Part of the past expansion of this coun- 
try is attributable, in this view, to the appearance periodically of grea* 
new industries. The automobile industry is an example. This industry re- 
quired large amounts of capital, and caused the expansion of related 
industries, such as petroleum, rubber tires, and service trades. By the mid- 
twenties, however, the automobile industry and its related industries had 
“grown up.’’ Part of the explanation of the depression of the 1980’s is the 
failure of technology to produce a new industry of the magnitude and 
stimulative effect of the automobile, electrical, or railroad industries. 

The mature economy thesis, however, goes beyond this point and sug- 



gests that new industries of the present and future can no longer exert the 
stimulative influence that new industries did in the past. The reasoning is 
that decades ago a new industry could not be supplied, from existing pro- 
ductive facilities, with the materials and equipment it needed for its growth. 
Industrial capacity was not suiEciently large or diversified to supply steel, 
copper, machine tools, equipment, etc. The steel industry and coal mining 
had to be transformed to supply the railroads; the machine tool, glass, and 
petroleum industries had to grow and change greatly to supply the auto- 
mobile industry with the things needed for the production of cars. That 
is, the basic industiies supplying materials, equipment, power, fuel, and 
lubricants had to be vastly expanded to meet the needs of the '‘"new” indus- 
try. By the 1920’s these basic industiies were wi^ell developed, and others, 
such as aluminum and magnesium, were greatly expanded during the re- 
cent war. In the future, therefore, a "new” industry can be well supplied— 
perhaps fully supplied— with necessary materials and equipment without 
calling forth an expansion of the existing basic industries. As a consequence, 
it is believed, the impact on the economy of a new industry will be less 
|)owerful in the future than previously because it will not induce com- 
parable expansion in the capital facilities of the collateral or supplying 
industries. This is important because, in the past, the collateral industries 
required more capital for their growth than did the single new industry 
w^hich initiated their growth. 

The mature economy view maintains, further, that the character of tech- 
nological innovation has changed. In the earlier phases of industiialism 
the innovations were of the ""capital-consuming” type, i.e., capital invest- 
ment in this phase increased more than total output. From the late 1920’s, 
however, the technical innovationis were ""capital-saving” in character. That 
is, the trend is toward reducing the capital costs per unit of output. Old 
inachmes aare replaced by new ones which are cheaper to install and to 
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operate and which 'produce a greater output Also new machines often last 
longer than the old ones. A railroad company may replace an old locomo- 
|ive with a new one costing no more than the replaced one did originally, 
but the new locomotive will pull twice the number of freight cars and use 
less fuel in doing* so. As a consequence of this type of technological change, 
capital requirements grow less than output. 

Population stability, the end of geographic expansion, and technological 
changes, therefore, limit the need for, and curb the expansion of, capital 
investment. It is admitted, of course, that the capital replacement needs of 
the economy are large, ^but these needs are provided for by the retention 
of funds in depreciation reserves. However, future expansion of the magni- 
tude required needs more than mere capital replacement— there must be 
substantial net investment as well, to correspond with the net savings of 
the economy at high levels of income. This net investment of sufficient size 
is iilhibited by the factors described above. The economy faces a deficiency 
of normal investment opportunities in the future; therefore, it cannot for 
long periods enjoy relatively full employment. 

The concept of a deficiency of investment opportunities and investment 
expenditures may be expressed more precisely. Suppose it takes 28 billion 
dollars of private gross investment each year to attain relatively full employ- 
ment Of this, 13 billion is replacement and 15 billion net capital expan- 
sion. But long-term profit expectations may not warrant this amount of 
investment; at most, gross investment may amount to only 23 billion dollars. 
Thus investment is 5 billion dollars short of providing relatively full em- 
ployment. Or the matter may be put this way : It would take a gross out- 
put of, for example, 190 billion dollars to attain relatively full employment. 
From the income people would get under these conditions, individual sav- 
ings would total 15 billion dollars, and depreciation reserves of enterprise 
would amount to 13 billion dollars. That is, gross savings equal 28 billion 
dollars.'^ ■ 

It has been seen tliat these gross savings must be absorbed by in- 
vestment if output is to be increased in the period ahead. However, if 
long-term expectations allow for this period only 23 billion dollars of in- 
vestment, then investment will be deficient in offsetting the savings that 
would arise with relatively full employment. This is “oversavings,''" as the 
proponents of the mature economy thesis use the concept. It means that 
the propemity to save is too high in relation to investment opportunities. 

^ These figures are taken from the hypothetical model on p. 130— Year One, Consumer 
expenditures are 133 billion dollars ^d. taxes 29 billion dollars. 
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The Remedies 

The remedies proposed from this analysis of the mature economy cari 
be described here only briefly. They fall in two general categories: (1) pro- 
posals for government spending; (2) proposals for increasing consumption 
and for decreasing saving. 

It is proposed, first, that government could spend (or "invest,” as the 
maturity economists prefer) a suflBcient amount to make up the deficiency. 
In the illustration above, an additional 5 billion dollars of governmental 
outlays would ""fill the gap.” Thus private investment would be 23 billion 
dollars, public investment, 5 billion dollars; the total, 28 billion, would 
assure relatively full employment. 

It is proposed, also, that government spending may be coupled with a 
second measure: a decrease in the propensity to save by the taxing of high 
incomes. The funds thus received from taxes would not be saved; instead, 
they would be paid as wages in a public-works program to workers who 
would spend them largely for consumption. Other means designed to in- 
crease the propensity to consume include reduction of taxes on low-income 
groups, encouragement of high-wage policies, and social security measures 
to assure minimum consumption standards for the aged and unemployed. 
All of these proposals are intended to increase consumption and decrease 
savings. Thus, if such proposals shifted 5 billion dollars from savings to 
consumption, 190 billion dollars of gross output (under the previous illus- 
tration) could be attained with an investment of only 23 billion dollars.^ 

The specific character of these remedies is less important for present pur- 
poses than the basic analysis from which they issue. The mature economy 
analysis purports to demonstrate that fundamental long-term changes in 
the economic system will limit its capacity to expand in the future. 

THE EXPANSIVE ECONOMY THESIS 

According to the expansive economy thesis,® the expansive influences in 
the American economy are so strong that, if permitted to operate without 
hindrance, they will bring about high levels of production and employ- 

5 Presumably the shift need not be so great, for the increase in consumer expendi- 
tures would elicit some expansion of investment over the 23-billion-dolIar level by means 
of the acceleration influence. 

See George Terborgh, The Bogey of Economic Maturity { Machinery and Allied 
Products Institute, 1945) for a statement of this tliesis and a criticism of the maturity 
view; also Martin V. Jones, Secular Trends and Idle Resources ( Univ. of Chicago Press, 
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ment. Contrary to tlie mature economy thesis, there are no inherent defi- 
ciencies in investment opportunities. It is held that the need for high levels 
of investment is more urgent and the underlying economic conditions are 
more favorable to large-scale investment than in earlier times. What, then, 
occasions stagnation of investment? The answer is: Obstacles are placed 
in the way of enterprise, or there are deterrents to investment. These de- 
terrents are found in many practices and policies of government, labor, 
and business. Since enterprise was relatively free of such deterrents in the 
period of its great expansion, it is believed that normal expansion can con- 
tinue in the future if enterprise is again allowed to operate without the 
hindrance of excessive governmental controls and taxation, of burdensome 
labor demands, and of restrictive monopolistic practices. 

This view is a restatement of the traditional faith in free private enter- 
prise as the most effective means of attaining maximum national output 
and assuring the material welfare of the economy. The mature economy 
thesis questions the effectiveness of private enterprise in these respects, 
on the grounds summarized in the foregoing section. In its turn, the expan- 
sive economy thesis attempts to demonstrate the fallacy of the mature econ- 
omy idea. 

Criticism of the Mature Economy Thesis 

Proponents of the expansive economy position attack the argument that 
the declining rate of population growth brings with it a narrowing of 
investment opportunities and a tendency toward oversaving. In the first 
place, they question the evidence on which the argument rests. The de- 
cline in the rate of population growth is not a recent phenomenon. In this 
country the rate of growth began to diminish after the middle of the nine- 
teenth century, yet this country enjoyed unparalleled expansion of invest- 
ment in this period. Other industrial countries, too, combined an increase 
in investment with a declining rate of population growth. On the other 
hand, some countries with a rapidly growing population are poverty-ridden. 
If the slowing up of population growth were a depressi\^e factor in this 
country, why was it not evident before 1930? 

Furthermore, the expansive economy proponents argue that a popula- 
tion which tends toward stability will be inclined to save relatively less 
than an expanding population. In a stable population the aged group which 
increases numerically and relatively^ probably tends to spend previously 
accumulated savings; in the technical jargon, the aged group dissaves > To 
illustrate: a retired person may live on an old-age annuity, or on his sav- 
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ings account, or on war bonds or other securities, alL of which represent 
accumulated savings. Several decades ago less than 5 per cent of the popu- 
lation was sixty-five years old and over, and few had annuities; several 
decades hence about 15 per cent of the population will be in this age group, 
almost all of whom will receive annuities under the social security program. 
Under these circumstances the mature economy thesis is judged inaccu- 
rate, since it is held that no excess of savings, in relation to investment 
opportunities, arises out of population changes. 

The expansive economy thesis depends on steadily mounting standards 
of living in the future, instead of a rapidly increasing population, to pro- 
vide the basis for large-scale investment. The slowly growing population 
will need fewer additional houses as time goes on, but it will need better 
houses to replace the present ones. And to feed and clothe the population 
more adequately in the future will require increasing volumes of invest- 
ment and national output. Living standards can be improved, and each 
generation is expected to set its goal above the previous one. 

It may be noted that the desire for an improvement in living standards 
does not automatically translate itself into increased investment and out- 
put; but neither do the needs of a growing population. Investment is in- 
spired not by desires and needs per se but by inducements. These induce- 
ments are prospective profits, which impel investors to anticipate the seem- 
ingly obvious and certain needs of a growing population. Is it as likely that 
investors will anticipate needs as readily for a relatively stable population 
which, however, aims toward progressively higher standards of living? The 
expansive economy proponents, in opposition to the maturity proponents, 
believe they will. 

The depressing eflEects of geographic stability are also discounted in the 
expansive economy thesis. The stimulative effects of geographic expansion 
upon the American economy are not minimized, but it is pointed out that 
while the frontier had disappeared by 1900, investment and output con- 
tinued to expand in the succeeding three decades. If the passing of the 
frontier created a dearth of investment opportunity, there w^as no evidence 
of it. The ratio of private investment to national output was about the 
same from J900 to 1930 as from 1880 to 1900. 

Contrary , to the mature economy thesis, it is argued that after an area 
is settled increased amounts of investment are required for replacement and 
for the expansion that goes ynth the ^filling ouf ' process. In fact, the early 
stages of settlement entail relatively small amounts of capital investment: 
housing, is rough and sirpple,! .railroads are single track and of short dis- 
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tances, industrial plants are small, and municipal facilities are limited. As 
the settlement progresses the original installations are frequently aban- 
doned OT torn down and replaced by structures rec|uiring many times the 
"initial capital expenditure. 

The dearth of new industries and the changing character of technological 
innovations are also dismissed as factors contributing to economic stagna- 
tion. The proponents of the expansive economy thesis believe too much 
importance has been attached to specific new industries by the mature 
economy theorists. Admittedly the big new industries of the past— the rail- 
road, metallurgical, electrical, and automotive industries— accounted for 
large investments; but in each period when one of these was supposedly 
the dominant “new” industry, the bulk of investment came from other 
sources. Indeed, in each period the new industry was dwarfed by one of 
the very “old” industries, namely, building construction. 

There are other flaws charged to the new-industry argument. The rail- 
roads invested more money during the “electrical industry period” than in 
the era assigned to them by the mature economy theorists; and the electri- 
cals invested more during the so-called automotive era than in the period 
of their alleged supremacy. Moreover, the investment in railroads during 
the electrical-industry period was greater than in the electrical industries 
themselves; and the latter in turn invested more funds during the T920s 
(the automotive era) than did the automobile industry. Indeed all the 
current and past “new” industries accounted for less than 20 per cent of 
total investment made in this decade. 

Thus the idea that a new industry of overshadowing importance paced 
the expansion of investment in certain past periods is given little weight 
on the basis of statistical evidence. And therefore the economy in the 
future need not depend upon a single large industry to raise the level of 
investment to new heights. Instead “Capital formation is a tree with a 
thousand roots. The great bulk of its nourishment comes always from long- 
established industries, not from new ones.” ' 

Technological limitations and trends do not stand in the way of large- 
scale investment. At any given time there are many technical innovations 
and new products awaiting introduction. The rate at which, these are per- 
fected technically is usually greater than the rate at which they are intro- 
duced into the productive processes. This is particularly true during war 
because technology is speeded up but commercial application is virtually 
halted. In the expansive economy thesis, the future holds promise of an 

’'George TethoTgh^ Public and Private investment after the War (Machinery and 
Allied Products Institute, 1943) . - 
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imposing array o£ new materials, new techniques, and .new products which 
could create many new industries and revolutionize many old ones; and 
these changes could absorb great volumes of savings. However, the com-^ 
mercial application or development of these materials, techniques, and 
products is a nontechnological matter. An economic incentive is necessary 
to make such development practicable. And the incentive to invest funds 
for the application or use of these materials, techniques, and products de- 
pends in large measure on the policies and practices of business, labor, and 
government. If these are favorable to investment, full levels of national 
output, income, and employment will be assured; if not, i.e., if obstacles or 
deterrents are set up by these policies and practices, a stagnation of invest- 
ment may prevail. 

The Spirit of Enterprise 

In substance, the expansive economy thesis asserts that the underlying 
economic conditions are favorable to expansion, but realization of expan- 
sion depends upon a vigorous spirit of enterprise. In the past, enterprise 
had virtually a free rein in the exploitation of economic opportunities, and 
the willingness to invest in the development of these opportunities brought 
economic progress. Investment involved large risks, but enterprisers ac- 
cepted these, for success was crowned with profit and with the prestige 
accorded to conspicuous achievement. These rewards inspired the spirit 
of enterprise. Moreover, opportunities to invest were relatively unrestricted; 
the fields of enterprise were "open” to those possessing the skill, courage, 
and money to venture forth. 

Three factors underlie large-scale investment: (1) prospective rewards 
which are commensurate with (2) the normal risks of investment, and (3) 
a free scope for enterprise. If rewards are cut down, or risks increased, or 
the scope of activity restricted, investment (and therefore output, income, 
and employment) will fall below maximum levels. The spirit of enterprise, 
it is declared, may be stifled because incentives or rewards are inadequate 
and risks excessive. The failure to achieve full recovery from the prewar 
depression is explained in these terms. For the future a continuation of 
economic progress will be assured if incentives to invest are preserved and 
the risks of investment are minimized, i.e., if the obstacles or deterrents 
to investment which characterized the prewar decade are removed. 
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InvesfmQnf Deterrents 


The principal deterrents may be summarized in terms of their incidence 
on (1) rewards, (2) risks, and (3) scope of investment. 

Taxation has the most decisive eflFects on the rew^ards or profits of en- 
terprise. Decisions to invest, as noted earlier, involve an appraisal of pros- 
pective returns and prospective risks. Prospective returns of necessity are 
reduced by income taxes, both corporate and personal; the litf^er the tax, 
the lower the prospective returns. Therefore, the levy of income taxes may 
render some prospective investments unattractive. When the tax is low the 
amount of investment thus deterred will be small; as taxes increase the 
amount deterred grows. If the tax is 100 per cent of the return, no private 
investment would be made at all. In an earlier period this country imposed 
no taxes on corporate and personal incomes. The rewards of risk and 
enterprise remained with those who got them. The inception of the income 
tax in 1916 changed this; rewards are now shared by government and 
enterprise. During the 1930’s tax rates increased considerably— the gov- 
ernmental share in profits became appreciable. According to the expansive 
economy thesis,® high taxes contributed to the prolongation of depression, 
for iircentives to invest were weakened. 

The reduction of earnings by taxation has a discouraging effect on the 
growth of small firms and to a lesser extent on large firms. Early in the 
century the Ford Motor Company could grow to enormous size by plowing 
back its earnings; taxes now make such self-financed expansion virtually 
impossible. • ■ . , ■ . . 

The reduction of rewards implicit in income taxation is not accompanied 
by a" corresponding reduction in risk. Government shares in the returns, 
not in the risks. Enterprise bears the full risk of investment, but receives 
only part of the return. Thus income taxation is viewed as a deterrent to 
investment; and the deterring effects grow as tax rates rise. 

Other factors, too, obscure and reduca prospective returns on invest- 
ment. The increased economic and political strength of organized labor 
leads to recurring— and often successful— demands for wage increases. Gov- 
ernmental support of such demands tends to increase their frequency and 
effectiveness, and wage issues may therefore be settled not on economic 
but on political grounds. The prospect of politically encouraged wage de- 
mands is deemed disturbing to profit expectations and thus contributes to 
a weakening of investment incentives. 

^'Many who support the mature economy View also accept this point. 
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The increase in risks stems partly from the tax and wage problems dis- 
cussed here. Not only are taxes high, but they are variable frorn year to 
year; frequent changes in tax rates and tax provisions increase uncertainty 
and risk. Furthermore, there are changes in union wage and other demands; 
governmental intervention in business affairs, governmental reforms and 
social experiments, government ownership— all increase the businessman’s 
risk. Intervention is regarded as ''changing the rules of the game,” as a 
cause of uncertainty in prospective profits. When governmental policy is 
inspired by an "unfriendly attitude” toward enterprise, uncertainty and 
risk are magnified. The increase in risk— real or fancied— and the reduction 
in returns together exert a depressing effect on new investment. 

Business itself often restricts investment opportunities. The monopolistic 
and quasi-monopolistic practices of business are intended to reduce com- 
petition. In many fields the "Big Four” or "Big Five” corporations control 
three fourths or more of the total business; the small "independents” often 
live by sufferance, with their existence dependent upon supine acceptance 
of the minor roles permitted them by the big corporations. Small enter- 
iDrises cannot attempt to expand and continue to live, nor can newcomers 
easily enter the field. Furthermore, the big companies are often content 
with their own lots, for if one should expand the others must follow suit. 
Thus the incentive to expand (new investment) is weakened. Keeping the 
"independents” in line and prohibiting newcomers may be enforced by 
control of patents, of raw materials, or by the tlireat of a price war and 
by other measures. And self-discipline among the big companies, i.e., each 
keeping to his accustomed share of the market, is often the price for main- 
taining respectability among one’s associates. The effect ©f all this is to 
impose inflexibility in many fields of productive activity; expansion is lim- 
ited, new productive techniques may be discouraged, and the enterprising 
spirit is stifled in the interest of "position” and security for the "Big Four” 
or "Big Five” dominating the major industries. 

Labor organizations, too, adopt restrictive practices. The common prac- 
tice of limiting output or slowing the pace of work curtails the produc- 
tivity of the economy. And the extension of labor organization and the 
, prevalence of high wages tend to limit new enterprises whose initial suc- 
cess may require lower wages. Or the curtailment of profit because of high 
wages may prevent a small enterprise from accumulating funds for expan- 
sion. It is also significant that the large and well-established companies 
are somewhat protected from new competitors in this way. 

These in summary are; the principal . busmess-labor-government policies 
and practices which ipcre^ih^y place obstacles in the way of expansion. 
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^ so that the freedom ’and flexibility of the economy in the past are largely dis- 
appearing. According to the view under discussion, the consequences of 
ihis restriction were evident in the prolonged depression during the 19S0’s, 
and if allowed to remain they will impose chronically low levels of private 
investment in the future. 

i . 

f , . ■ , 

I The Remedies 

I In general, those who hold the expansive economy thesis conclude from 

an analysis of the causes of depressed investment, output, and employment 
I that there is the necessity for increased freedom of enterprise. This means 

[• freedom from '‘excessive’’ governmental intervention, from monopolistic 

I practices by large corporate groups, and from union encroachment on the 

I incentives and opportunities of enterprise to expand. It means a restoration 

I of the traditional incentives of enterprise by the reduction of taxation and 

by removing undue risks imposed on investment. It means that govern- 
ment gives sympathy and support to enterprise, so that there is created the 
confidence which is prerequisite to long-term expectations and investment. 

The tenor of such proposals is, it might be said, that of liberal conserva- 
tism. It questions alike the nostalgia for the "obvious and simple system of 
natural liberty” of Adam Smith and the past as w^ell as the contemporary 
confidence in government control and planning. In simple terms, the ex- 
' pansive economy proponents believe there is little wrong with the economic 

system that freedom and enterprise cannot repair. Large public spending, 
reduction of savings through taxes, and close governmental participation 
in the affairs of the economy— the measures of the mature economy thesis- 
are considered by them simply as deterrents to the progress of the economy. 

CAPITALIST DISINTEGRATION THESIS 

According to a third major point of view, which may be called the capi- 
: talist disintegration thesis,® capitalism inexorably results in developments 

in political power and public attitudes destructive to itself. Capitalism 
■ cannot survive, not because of economic failure but because the success of 

the system in the productive sphere undermines the social institutions which 
protect and nourish it. Deriving disintegration from success is a novel in- 

; ^The leading proponent of flais view is Prof. Joseph Sdiumpeter. His diagnosis of 

I ' ' the system is given in CapiiatU^^ SmialihT,^ md DeTnocractj ( Harper, 1942 especially 
^Chaps. 5-14. /y. ‘ -y 
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terpretation of capitalism, and this is one of the features which distinguishes 
this thesis from the Marxian socialist view. 

The present interest in this large matter is limited to the relation of those^ 
fundamental political and social changes which accompany capitalist suc- 
cess to future material progress— increased investment, output, employ- 
ment, and the standards of living derived therefrom. The view under dis- 
cussion asserts that economic progress over the past two or three centuries 
is the outgrowth of the private enterprise system, or capitalism. Yet if 
self-destructive tendencies harbored within capitalism are impelling a 
gradual disintegration of the system, what are the prospects of future eco- 
nomic expansion? The inevitable result of these self-destructive tendencies 
is socialism of some sort, and it may be presumed that a fully developed 
socialist system will meet the problem of economic expansion in its own 
way.^° However, the process of disintegration is believed to be gradual. 
Before it culminates eventually in socialism (if only temporarily) the capi- 
talist system will probably have lost its capacity to assure high levels of 
investment, liational output, and employment. In the view of some observ- 
ers this stage is at hand, or not far off, for the process of disintegration is 
now believed to be very clearly defined— and irreversible. Relatively full 
employment in the next few decades is held to be unlikely. 

Whether these prospects are immediate or at some distance is not vital 
to this thesis, for it encompasses the long term. The growth of capitalist 
society has been attended by political and social forces inimical to its long- 
term existence. Political groups which are either anticapitalist or merely 
indifferent to the system, have become more powerful. A generally hostile 
attitude toward enterprise thus comes to dominate legislation, the adminis- 
tration of law, and judicial interpretations. In this atmosphere, enterprise 
is unable to function as it had earlier; and consequently capitalism under- 
goes disintegration. 

In summarizing this thesis it is necessary to examine its analysis of the 
nature of capitalism and the function of the enterpriser, and from this to 
proceed to the influences which are undermining the system. 

Historical Capifalisf Development 

The history of capitalism as a process consists of periodic revolutions or 
economic upheavals, followed by long periods during which the effects of 
revolutionary changes have been absorbed by the economy. These up- 
heavals reshape the structure of the economy; during the course of the 

/ : Chap. 42 for a discussion of ^0 socialist economy. 
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process existing industries and capital values may be destroyed and iin- 
employriient may be widespread, but out of the disturbances emerges a 
isrevitalized and more powerful economy. These upheavals may be caused 
by the introduction of: (1) new methods of production, such as the use of 
steam or electricity; (2) new products, such as automobiles or electrical 
appliances; (3) new forms of business organization, such as the corpora- 
tion; (4) new sources of raw materials, such as iron-ore deposits or oil; (5) 
new types of transport and communications, such as railroads, airplanes, 
or radio; (6) new markets and new selling techniques. As new factors are 
developed whole industries may be reduced, or even made obsolete, by new 
ones— the stagecoach gave way to the railroad— which may revitalize, trans- 
form, or create other industries. 

Great changes of this sort are held, by this point of view, to characterize 
capitalism; they constitute the fact of capitalist progress. The similarity 
between this view and the explanation of economic progress ascribed to 
the first two theses is apparent, but there is this difference: in the present 
view capitalism can progress in no other way except by incessant revolu- 
tionary changes, and therefore only by the attendant destruction of the old 
economic structure and perhaps instability and unemployment 

The function of the enterpriser, then, in this ever-changing process is to 
“get things done.” It is the enterpriser who reforms and revolutionizes the 
pattern of production by developing the industries, new commodities, new 
sources of materials, new markets and types of business organization. In so 
doing large-scale investment is undertaken and the system is propelled to 
higher levels of economic activity. To function, the enterpriser must be 
relatively unfettered— free from government controls, from the restrictions 
of unions and monopolistic practices, and from the curbs of “social con- 
sciousness” on his own part. He must be willing to challenge the economic 
and social status quo— to disrupt it by imposing revolutionary changes on 
the structure of the economy. The great achievement of the enterpriser and 
the capitalist system is making goods and services available to the masses 
and thereby increasing material welfare. Private enterprise has achieved 
more for the masses tlian was possible in any previous period. 

The Growth of Hostility 

Inherent in the development of capitalism, however, are the forces and 
changes bringing about the destruction of the system, the alienation of sup- 
porting and protecting groups, a weakaniag of the enterprise spirit and of 
the function of the enterpriser. 
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A critical and often hostile attitude toward private enterprise character- 
izes a growing segment of the public. In face of the obvious material prog- 
ress of the system, why is this so? Any single explanation would be incom- e 
plete yet the salient points can be summarized. The critical outlook is it- 
self an indigenous aspect of capitalism.^^ That is, capitalism imposes a 
rationality on man in his economic pursuits; this is formalized by price-cost- 
profit calculations. This rational outlook or mentality extends to all aspects 
of life, so that all social values and traditions tend to be subjected to the 
questioning, matter-of-fact attitude. The rational attitude is essentially 
critical; it tends to dissolve or erode traditional values and authority. His- 
torically, the rise of the rationalist mentality, one aspect of which is the 
scientific outlook, served capitalism well, for the early enterprisers of the 
capitalist era were arrayed against the forces of feudalism— the Church 
and the landed nobility. To grow, capitalism had to combat the authority 
of the Church and nobility, and the social institutions and values which 
buttressed them. What basis in reason had tlie Church and the nobility for 
their enormous authority? The capitalist mentality was of necessity critical, 
for to establish its position it had to undermine existing authority and anti- 
capitalist values and traditions. This hardly does justice to the great issues 
involved, but the point developed stresses the essentially rational, matter- 
of-fact, critical mentality or outlook inherent in capitalism as a social 
process. 

The proponents of the view under discussion assert that the critical out- 
look fostered by early capitalism has grown with it and increasingly turns 
against capitalism itself. Social criticism is no respecter of any institution. 
The forces loosed on feudalism have been attacking or questioning capi- 
talism itself— particularly since the middle of the nineteenth century. 

The spearhead of this critical revolt is the "intellectual”— a vaguely de- 
fined character— whose allegiance to existing authority and values is dubious 
at best.^“ But the defection of the so-called intellectual in itself may be 
more important as a symptom than as a real threat to the system. It is only 
when the dissident intellectual alhes himself with other groups of actual or 
potential political power, groups which have real or fancied grievances 
against capitalism, that he may help to undermine capitalism. 

This leads to the next point, namely, the defection or indifference of 
other numerically important groups which supported capitalism in its rise 

‘ See Schumpeter, dp, cit^ Chap, qi, for a discussion of this matter. 

jt should be noted that "the’" intelkctual in Professor Schumpeters interpretation 
does uot include all intelle0tuals:--he ' aud . others do not offend as does 

"the’’ iiiteliectual ill the drama of capitalist disiritegration, , 
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to power. The bulwark of early capitalism-farmers, retailers, and small 
shop owners— comprises some of these groups. However, the growth of big 
business capitalism has placed these groups in an economically defenseless 
position. “Big business” is constantly a threat to their welfare and often 
even to their existence. Consequently, their support of large companies and 
corporations is diluted by both fear and envy; and from them come few 
protests when government cracks down on big business. Not only is their 
emotional support of big business capitalism weakening, but the group 
itself is declining in relative importance. Farming at one time embraced 
more than three fourths of the population of this country, now less than 
one fourth. Small business proprietors no longer exert the influence of 
earlier times. Thus the bulwark of early capitalism— farmers and small 
proprietors— makes af best a weak ally of big business capitalism today. 

Along with this, and partly explaining it, is the growth of urban popula- 
tion. Urban workers have relatively weak emotional ties with capitalism. 
Typically employees, whether 'white-collar” or manual workers, their live- 
lihoods are dependent on business organizations which become larger and 
more impersonal. Foremen, supervisors, and clerks in a personnel office 
inspire little or no personal support for the system, for frequently they 
lack it themselves. The bulk of urban employees have no prospect of being 
anything but employees, and are never rid of the fear of insecurity which 
is inherent in a system based on "risks.” 

In labor unions the indifference of employees to the system may be 
transformed into hostility, for those who are hostile find the union a means 
of expression. Furthermore, union leaders frequently enhance their own 
importance in the union bureaucracy by fomenting hostility. While 
unionism in this country has had a precapitalist tradition, its support of 
free enterprise tends to weaken as time goes on. Although urban employees 
are by no means in seething opposition to the system, their opposition 
tends to grow, and it is made articulate and effective by organization. 

The urban population is naturally diverse and includes some groups that 
in other times strongly supported capitalism. Among these are the small 
proprietor and x^i*ofessionaI groups, who in large cities are but small 
minorities, with less influence on public opinion than in earlier times. Many 
others are linked to capitalism by virtue of their ownership of corporate 
stock. But here again the development of capitalism has tended to weaken 
the support of stockholders, i.e., the owners of corporations. Stock in a 
corporation, for practical purposes, is only a piece of paper wTiich may 
be readily sold by , the owner. The stockholder has relatively little real 
‘ interest. in the corp'dmtioB,ibr“usually hebas no. voice in' its affairs.,To him 
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the piece of paper often represents nothing more than a chance to make 
a speculative gain by selling the stock to someone else similarly motivated. 
By and large, stockholders have at most an attenuated attachment to the^ 
enterprise and vague misgivings about the management. 

The majority of the urban masses, with their characteristic indifference 
to the traditional values of capitalism, are thus often attracted to the skep- 
tical and critical opinions opposing the capitalist ideals and programs. Who 
are the spokesmen for such opinions? Largely, they are those intellectuals 
who have drawn on ideas and have evolved programs which promote 
radical changes in economic organization, and who exercise expression as 
radio commentators, columnists, writers who contribute to the ^'journals of 
opinion,” and as experts and advisers in government who influence both 
public policy and publicity in the broad sense. These people frequently 
have a ‘public,’' largely in urban areas, having no deep emotional attach- 
ment to the traditions and values of capitalism, which is consequently 
susceptible to the critical views of the “intellectual.” 

Changes in Capifalisf Functions and Mentality 

The intellectual and social processes that create an atmosphere of in- 
difference and hostility to capitalism as such also produce destructive 
tendencies within the enterpriser group itself. For one thing, the initial 
function of the enterpriser tends to erode as a result of the continued ex- 
pansion of the system. It has been said that this function was essentially 
“getting things done,” i.e., developing new methods, processes, and com- 
modities and forms of business organization which propel and revolutionize 
the economy. The growth of corporate big business tends to destroy this 
function, because things get done, changes are initiated, chiefly by bureauc- 
ratized corporate management rather than individual enterprisers. The 
actual head of the business is increasingly a salaried manager, a careerist 
whose function is largely administrative. In the dominating field of big 
business, investment decisions thus are delegated to the hired administra- 
tor, restricting the traditional enterpriser or capitalist to the less profitable 
fields encompassed by small business. 

While the importance of administration in large corporations is un- 
doubted, it should be understood that such administration is not necessarily 
capitalist. Administrators of bureaucratic organizations have much in coni- 
cs tendency is not only found within the operation of businesses but also in the 
field of large investment. ''Captains of industry” and great bankers stand out less and 
less; figures like Jay Gould, Rock^eUer, Morgan, Ford, and Carnegie are rarely found 
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mon, whether they administer a privately owned corporation or a govern- 
mentallynOwmed corporation and other governmental agencies. And since 
die capitalist function is becoming depersonalized, bureaucratic, and there- 
fore in a sense mechanical, the enterpriser in his traditional role is losing 
importance. Enterprise has achieved so much that if renders itself increas- 
ingly superfluous. 

The emergence of the salaried manager as the custodian of ca]iitalist 
functions, traditions, and values, together with the growth of anticapitalist 
criticism, has left its mark on the mentality or outlook of the capitalist 
individual himself. Receptive to public opinion, often as interpreted by 
his public relations counselor, the capitalist more and more compromises 
with the forces opposed to capitalism. Lacking strong emotional support 
from the public and perhaps the strength of conviction of earlier capitalists, 
he accedes to the trends toward ''social welfare,” which are not necessarily 
inimical to his purposes per se but which foster political regulation of enter- 
prise. With Thomas Hobbes he seems to believe that 

riches joined with liberality is Power, because it procureth friends and servants: 
without liberality not so, because in this case they [riches] defend not but expose 
men to envy as a prey. 

Thus the vigorous, effective, and ruthless spirit has gone out of the 
typical big business executive. But to what purpose? And with what conse- 
quences? His concessions to the hostile forces have not diminished their 
hostility. Each concession breeds new demands, for the politically vulner- 
able position of big business makes resistance to these demands precarious. 
The capitalist backs down before the growing strength of the organized 
w^orker, of the social reformer, and the public bureaucrat. While this may 
earn the capitalist the reputation of being public spirited, progressive, 
liberal, even high-minded, it saps his strength as a capitalist, and the 
virility of the system which created him. Schumpeter has described the 
capitalist position thus: 

The bourgeois fortress thus becomes politically defenseless. Defenseless fortresses 
invite aggression especially if there is rich booty in them. Aggressors will work 
themselves up into a state of rationalizing hostility-aggressors always do. No 
doubt it is possible, for a time, to buy them off. But this last resource fails as 
soon as tliey discover that tiiey can have 
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The Political Position of Capitalism 

fl- 
it is evident that the development of capitalism and its present position 
as thus interpreted are related to significant political trends. Political power 
in the United States has shifted from rural to large urban areas. Some 
elements in the urban population are openly hostile, many others are rela- 
tively indifferent to capitalist traditions and values. Can capitalism con- 
vert this indifference to its support? This is difficult because the capitalist 
lacks political insight and appeal->by training and disposition he is not 
well suited to political leadership. What is the capitalist political program? 
It is based on a belief in freedom of enterprise, which enables industry to 
continue its long-term expansion with long-term advantages to the masses 
in the form of jobs, income, and a higher standard of living. But the masses 
are not interested in the 'long run,” for as Lord Keynes once remarked, 
"in the long run we shall be dead.” The urban groups, especially labor, are 
interested in the short term, and since enterprise in the short term is in- 
herently unstable and insecure, they look to political leadership that prom- 
ises them high wages, job stability, and economic security "here and now, 
for all.” 

Of recent times, therefore, many governmental policies are formed and 
much legislation passed which are inimical to the private enterprise system. 
Taxation is a case in point. The tax needs of government have increased 
steadily, necessitating a wide distribution of the burden. The principle of 
income taxation "in accordance with ability to pay” is politically popular 
with the masses, who favor high tax rates on corporation incomes and 
large individual incomes. Since these taxes lessen the incentives to invest, 
the xDiivate enterprise system is in essence undermined. Other legislative 
measures are similar in effect: wage and hour laws; encouragement of 
uniori organization; social security; regulation of business financing and 
business organization; i*estriction of certain competitive practices. The ad- 
ministration of such legislative measures and the courts" interpretation of 
them have followed tlie bent of the times and have been generally unfavor- 
able to the free oxieration of capitalism. 


The consequences of capitalist disintegration on investment, output, and 
^ employment are evident. Investment is restricted and becomes increasingly 
, inadequate, Itls not held that the economy vdll soon sink into permanent de- 
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pression, for the analysis under discussion is predicated on the long period. 
Prosperity may prevail under capitalism for many years to come, according 
ft this view, but the trends briefly indicated here will in time weaken the 
system and eventually destroy it. The last stages of disintegration, before 
some new order is established, will be the period of prolonged crisis. The 
social atmosphere is now, especially because of world conditions, suffi- 
ciently anti-capitalist, or merely indifferent, to weaken the incentives and 
limit the productivity of the system, but not sufficiently anti-capitalist to 
bring about an effective revolution to a socialist or other kind of order. 
But it is held, in the disintegration thesis, there will be a worsening of 
profit expectations as incentives erode, and with this will come chronically 
depressed levels of investment, national output, and employment. 

The Fufilify of Remedy 

Unrelieved pessimism is obviously the resultant outlook of this thesis. 
Nothing can be done to stem the disintegration of the private enterprise 
system. At best, some palliatives may ease the condition of the patient, but 
no cures can be expected. The lifting of restrictions on private enterprise, 
in the way proposed by the expansive economy thesis, may restore suffi- 
cient vigor to the system to bring about another long cycle of expansion. 
But the prospects of lifting restrictions for an extended period of time are 
not encouraging, for the political strength of the capitalist ideology is 
weakened progressively by both external and internal forces. 

The remedies proposed by the mature economy thesis are rejected flatly, 
because they are regarded as part and parcel of the political influences 
which are destroying the system. A thesis that proposes to reduce the pro- 
pensity to save by heavy taxation and thus weakens further the incentives 
to invest, and that seeks to increase the propensity to consume, is naturally 
inimical. The expansive economy thesis, on the other hand, is not inimical 
to the capitalist ideal, but it is regarded as conservative and illusionary 
from the disintegration point of view— optimistic without cause. While the 
first considers high taxes and other measures of the maturity thesis as de- 
terrents to an otherwise healthy economy, , the second regards such measures 
as inevitable symptoms of capitalist disintegration. 


ECONOMIC PROGRESS AND STABILITY : i: 

■ As for the prospects' of econoipic progress- and stability, two 'of the three^ 
theses described here hold that they can be favorable. The measures pro- 
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posed to expand and stabilize the economy may be examined more speci- 

fieally. 

The Mature Economy View 

The mature economy view, as already noted, proposes governmental 
spending (public investment) to supplement the relatively limited amounts 
of investment arising from the private sector of the economy. Public invest- 
ment is considered a means of enabling private enterprise to continue in 
its own fields; and the combined investment of government and enterprise 
is deigned sufficient to sustain relatively full employment. This is not ex- 
pected to impair private enterprise; indeed, if the private enterprise econ- 
omy is not bolstered up by government spending, it will probably not sur- 
vive in the long run. 

In addition to assuring high levels of investment, national output, and 
employment, this policy of governmental expenditure is expected to achieve 
economic stabilization as well. Economic stabilization in this sense is taken 
to mean an orderly expansion of employment year to year in keeping with 
the annual growth in labor supply. How is this to be achieved within the 
framework of the mature economy thesis? In general by (1) controlled 
governmental spending, and (2) by increasing the consumption ratio or 
propensity to consume. These measures warrant examination in terms of 
economic stabilization. 

In Chapter 6 it was shown that private investment is subject to rapid 
changes or fluctuations, and that these ups-and-downs are accompanied by 
ups-and-downs of national output, income, and employment. Indeed, it is 
frequently said that cycles of business activity are in actuality investment 
cycles. From this it follows that if the volume of investment were made 
stable over a period of time, national output would be stabilized too. If 
28 billion dollars of investment is needed to attain 190 billion dollars of 
national output and relatively full employment, then stable investment is 
required for stability of output and employment. 

How can investment be stabilized? Suppose that over a period of time 
private investment would average 23 billion dollars a year, and additional 
public investment, as a supplement, would average 5 billion yearly. But in 
the normal course private investment cannot be expected to be 23 billion 
dollars each year; in some years it might be 15 billion, in others 28 bilhoii 
dollars. A policy of controlled public investment would therefore vary the 
amount government spent each year so that public and private investment 
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would total 28 billion dollars.^® Securing just the right amount of public 
investment is the central point in the stabilization proposals of the mature 
Economy thesis. 

Coupled with this, however, are the various measures proposed to effect 
an increase in the propensity to consume—or decrease in the propensity 
to save. Among such measures are high wages, a widespread and adequate 
social security program, high tax rates on large incomes, low tax rates 
on small incomes, and job seemity to assure continuous income to wage 
earners. By increasing the propensity to consume an increased share of 
national output would take the form of consumer goods and services (i.e., 
the consumption-output ratio would increase). Since it is true that the out- 
put of consumer goods and services is relatively more stable than the out- 
put of capital facilities, national output would tend to grow more stable 
as the consumption-output ratio rises over a period of time. Or conversely, 
since capital-goods production is highly unstable, the smaller the share of 
gross output in this form, the less unstable would output be. 

The mature economy thesis is more concerned about economic stability 
than the expansion or disintegration theses. Linked with its interest in 
stability is its preoccupation with economic security, i.e., the assurance of 
income (by the government) to those whose earnings have been cut off by 
unemployment, old age, industrial accidents, or other hazards.^® Economic 
security through social insurance and related programs is in part regarded 
as a means of redistributing national income payments; it increases the 
propensity to consume and thereby contributes to economic stability.^^ And 
since stability is regarded as orderly expansion, there is perceived a com- 
prehensive theory and program of (1) economic expansion, (2) economic 
stability, and (3) economic security, all related by the conception of the 
mature economy. 

i'’^The total required, of course, would increase gradually over the years as more 
investment is needed to provide jobs for the growtli in labor supply and increased con- 
sumption for a larger population. 

The need for governmental programs to aid these groups is heightened by the 
factors underlying the mature economy analysis, A stable population has a growing 
number of aged persons requiring an increasing amount of old-age insurance; and in- 
dustrial maturiw makes the wage earner insecure, i.e., it threatens long periods of 
unemployment and therefore necessitates unemployment insurance. 

Chapters 39 and 40 discuss the major economic ( or social ) securit)^ programs, as 
well as the other means of affecting the distribution of income mentioned in this and the 
preceding paragraph. 
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The Expansive Economy View of Sfabilify 

This view is less concerned with stability than the view just summarized, 
or perhaps it is more accurate to say that the expansive economy proponents 
regard instability as a problem of only moderate dimensions in an expand- 
ing economy. Depressions occur but they are short-lived; indeed, they allow 
the economy to iron out maladjustments and therefore enable it subse- 
quently to reach higher levels of output. Some attention is devoted to 
methods of reducing instability, particularly the control of the supply of 
money.^^ In the basic analysis in this view, it will be remembered, the 
problem of instability is regarded as an inevitable consequence of the de- 
terrents imposed by government or private monopoly on enterprise. Al- 
though deterrents alone do not cause economic instability, for instability 
is inherent in the dynamic j)rocesses of the system, the deterrents undoubt- 
edly aggravate an unstable condition. Thus in the absence of deterrents, 
economic expansion would be assured and imtability would be of second- 
ary importance only. Also, deterrents are regarded as the chief cause of 
widespread unemployment and therefore of insecurity. If deterrents were 
removed adequate incomes would be" assured by employment in private 
industry. This would not totally remove the need for unemployment insur- 
ance or old-age insurance, but relatively full employment in an expanding 
economy would minimize the need for these programs. 

This view, too, links together the great issues of economic expansion, 
stability, and security by relating each to its conception of a virile, growing 
economy. Stability is viewed as the absence of excessive booms and reces- 
sions, a condition made possible, not by an orderly expansion, but by a 
dijnamic expansion wbich produces greater material welfare. From this 
dynamic expansion comes the best guarantee of employment and income 
and therefore security. 

Sfabilify and fhe Disintegration View 

From wdiat has been said of tliis view already, it is eyident that eco- 
nomic stability has little or nothing to commend it. Since capitalism is a 
process of revolutionary economic change it is inherently unstable. How- 
ever, this instability may be aggravated by unfortunate policies of govern- 
ment, and by the dislocations occasioned by war. Both phenomena involve 
a weakening of the capitalist system.. Once weakened, governmental poli- 
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cies designed to enforce stability, assure security, and induce expansion 
only weaken the system furtlier and hasten its transformation to a socialist 
or other type of economy. 

CONCLUSION 

The issues discussed in this chapter are of the utmost importance to the 
student of economic affairs, and to others as well, since from the descrip- 
tion it is obvious that these interpretations of the economy bear directly 
on all persons’ social and political philosophy. The views summarized above 
give different interpretations of the characteristics of the economy, chiefly 
as different conceptions of the nature and progress of the wealth of the 
nation. Each portrays the decisive role of investment: the incentives and 
opportunities, and the amounts of investment. The importance of invest- 
ment, as a source of employment and income and as the demand for 
savings, has been analyzed in the preceding chapters in relation to the 
other major sources of employment and income, namely, consumption and 
governmental expenditures. This earlier analysis of the levels of national 
output, income, and employment may be fitted into each of the divergent 
views discussed above, for in each there is an interpretation of long-term 
investment prospects. as well as of future levels of national output, income, 
and employment. 

These divergent Views emphasize another point, namely, that economic 
progress is governed by fundamental economic, political, and ’social forces. 
Population, geographic and technological factors, the sociological environ- 
liient, and especially the attitudes or outlook of tlie people, the types of 
incentives, and the role of ^governmental policy— all influence the perform- 
ance of the economy. This performance is the national output. The tech- 
nical matter presented in the earlier chapters— tlie propensities to save and 
to consume, the relationships between investment, consumption, and gov- 
ernmental spending, the multiplier and acceleration principles— provides an 
analysis of this performance and the conditions necessary to obtain maxi- 
mum output. But to understand developments of the past and potentialities 
of the future, it is necessary to study the fundamental economic, political, 
and social influences governing the growth of wealth. 




, PART III 

THE MONETARY PROCESS 


CHAPTER 8 

The Nature and Functions of Money 


The discussion of national output and national income in the preceding 
chapters took for granted a highly organized monetary process. National 
output is measured in terms of money: Money incomes are principal costs 
of production, and the exchange of commodities and services in the course 
of production and consumption is largely facilitated by money. The na- 
ture and functions of money, tlie types of money, monetary standards, 
banking facilities, and the conditions regulating the supply of money are 
matters of prime importance to an economic system. The performance of an 
economic system is dependent in many ways on its monetary arrangement. 
Expansion is predicated on a well-ordered system, and dismptions are 
caused by an ill-ordered one. 

The money system of an economy can be viewed as both a mechanism 
for the facilitation of the exchange of commodities and a formula for eco- 
nomic measurement. Thus money is in a sense an instrument simply or 
merely useful for the functionings of the economy. But the money system 
of itself can cause disturbances and raise problems independent of its 
simple function as an instrumentality. To illustrate: the physical handling 
in shipping and storage of many commodities is facilitated by placing them 
in boxes. Hence the boxes serve a function of making easier the handling 
of the goods, and also can be used for the convenient inventory as well 
as measurement of the commodities. But suppose that the boxes, quite 
apart from anyone's wishes or plans, should appear in too large or too 
small numbers or should grow , or shrink in size. It is obvious much dis~ 
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turbance would result, particularly if the whole system of handling the 
commodities indispensably required the use of such boxes. Mone^y some- 
times behaves like these hypothetical boxes, with much the same disturb-^ 
ing consequences. In the periods after the two world wars the entire eco- 
nomic life of many countries was utterly disrupted when monetary mecha- 
nisms were impaired or escaped control. It has been said with some truth 
that bad money has caused more hardship and suffering than bad kings. 



THE FUNCTIONS OF MONEY 

The functions of money in the modern economy are (1) to act as a me- 
dium of exchange, (2) to be a common denominator of values, and (3) to 
form an economic link between the present and the past and future. 

As a medium of exchange, money makes possible the highly complex 
system of exchanges which characterizes an economy of specialization. As 
it was noted in Chapter 1, specialization involves the production and distri- 
bution of many varied commodities and services which cannot be ex- 
changed between producers and consumers directly. This is a commonplace 
explanation, since everyone is thoroughly accustomed to the use of money. 
To appreciate fully money's function as a medium of exchange, consider 
the problem of exchange in the absence of money. Barter is the process 
of exchange when no single medium of exchange is used. Even nowadays 
barter is occasionally resorted to, as . for example when children trade 
playthings, or when a farmer trades pigs for calves. If no money of any 
kind is used, such direct exchanges can Be based on open or tacit measure- 
ments in money. When two fanners trade three $10 pigs for a $30 calf, 
the transaction between them is greatly simplified by the fact that they 
agree on the money value of the animals. Although money is not passed 
between the swapping farmers, it is used by them as a common denomina- 
tor; the value of the livestock is measured in terms of the common money 
unit. When a schoolboy trades a $10,000 pup for two $5,000 cats, he too is 
using money as a common denominator, even if his actual figures are inflated. 

On the other hand, consider the process of barter in which money is not 
used even as a common denominator. Each individual is necessarily coii- 
, fronted with the problem of finding someone who has what he wants and 
wants what he has. Each individual with surplus products to barter for 
the surplus goods of others must find aiiother individual whose wants and 
possessions will complement his. A man with apples who wants to trade 
them, for pears must find another juan who' has pears, and who wants to 
trade them for apples; thereupon, they must fix the terms of trade. How 
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man}’ bushels or pounds of apples are worth how man\" bushels or pounds 
of pears? The value of apples in terms of pears, or of pears in tenns of 
^apples, will depend on the amount each trader has, the intensity of his 
desire to obtain the other commodity, and upon his skill as a bargainer. 
If the apple-owner wishes to acquire a great many different goods by 
barter, he must repeat this process at length, each time agreeing on a ratio 
of exchange once he has found a person willing to barter. 

Barter is clearty an awkward method of exchange even where circum- 
stances are simple. A further difficulty is concerned with units. Suppose 
someone who has a cow to trade wants salt. It is determined that a cow 
is worth five hundred pounds of salt, but the man with the cow wants 
only a few pounds. How can he arrange his barter transaction? He might 
perhaps barter the cow for several other commodities, exchange these in 
turn for still others, until finally he had some one thing which he could 
trade for the amount of salt he wanted, but because of this he may be 
burdened with several commodities which he must rebarter in order to 
get what he really wants. Therefore, because a cow and salt are available 
in quite different units, an exchange of one for the other may involve an 
exceedingly complicated series of barter transactions. In a money economy, 
on the otlier hand, such an exchange is simple: the cow is sold for $100, 
of which 10 cents is used to purchase salt 

Barter involves still another difficulty: the time factor in exchange. 
Many exchanges entail the delivery of goods at present in return for goods 
to be received in the future. An individual sells his services now, receives 
money, but holds the money until some future time when it is converted 
into other goods and services. But in a community using only barter as a 
method of exchange, it would be diflBcult to link the present and the future, 
because of the perishability of most commodities. Some commodities, of 
course, can be readily stored, and an individual who produces these could 
hold them for a period of time before bartering them. But for other indi- 
viduals, in particular those producing services, this is impossible, or im- 
practical. How^ever, a barter system could ma.ke possible arrangements 
under which, say, a blacksmith could promise to provide his services to 
another person for a period of two years in return for which the second 
person would at the end of two years put a new roof on the blacksmitlTs 
house. Arrangements like this did indeed prevail widely in the Middle 
i Ages, when barter was common since the use of money was very much 

[■ ^ ^ limited. Thus although it is possible to exchange present goods for future 

!' goods under a -barter system, ^ the range of possibilities is narrow and the' 

I arrangements are necessaiily clumsy. - ^ j _ ;• 
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In a money economy, all commodities are exchangeable for one another, 
almost instantly as it were, through the use of money as a medium of 
exchange. All commodities are instantly comparable in value with one^ 
another, because in the money system each commodity and service has an 
exchange rate, or price, expressed in the common denominator of money. 

THE PECUNIARY SOCIETY 

Modern society is often referred to as "the pecuniary society.” The im- 
plication usually intended is that a money-using society tends to allow 
money to become the master of man, rather than remain his servant. 
Money, it is argued, dominates the minds of men in frequently perverse 
ways. 

Consider some of the curious facets of money in modern society. Money, 
it has been noted, is a common denominator; the values of all commodities 
and services are expressed in money, as so many dollars and cents. There 
are many persons who habitually think almost solely in terms of money 
values, and to whom market price is far more important than, for instance, 
artistic merit. The casual visitor in an art gallery views the painting by an 
old master and asks, "How much is it worth?” If he is told that the paint- 
ing is worth $100,000, the visitor is impressed. The same person sees a 
building the beauty of which is noted, and immediately asks, "How much 
did it cost?” He hears of a famous pianist, and again demands, "How much 
does this pianist make?” Similarly, rare books, scenic waterfalls, physicians 
—in fact anything and everybody— can be rated according to money value 
or money earnings. A hundred-thousand-dollar painting is twice as good 
as a fifty-thousand-dollar one, a building which cost 4 million dollars is 
twice as impressive as one which cost 2 million dollars, an artist or physi- 
cian with twice the income of another is twice as skillful, ad infinitum. 

This habit of thought is one of the aspects of the pecuniar)^ economy, 
and it involves, as do all human activities, a question -of standards. What 
standards should be applied? In the appraisal of a painting, the art critic 
employs an esthetic judgment founded upon his knowledge of the art and 
his developed taste; a dealer who may likewise have a sophisticated taste 
must also know and be able to calculate market prices; a wealthy arts 
patron perhaps has a developed taste, but he may also buy paintings 
simply to impress others; and again, there is the casual visitor to the gallery 
whose chief standard may be money value. Actually, the last is the sim- 
plest standard, for it can be applied ^to anything. Money value is a numeri- 
cal standard: it resolves all questions of more or less, of greater or smaller. 
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Another characteristic is that, in society composed of individuals gov- 
erned by laws, money represents power. Money is purchasing power, a 

means of commanding commodities. The possession or right to money is 

a means by which the individual makes a free choice among commodities. 
Money also commands services, and it is in this sense that tfie owner of 

money has power over other men. The possessor of 10 cents has the 

'power 1 to "command” a bootblack to shine his shoes. A $10 tip to the head- 
waiter gets a good table at a night club. Ten thousand dollars adroitly 
spent may command important political favors. 

In some societies, other methods are used to command the services of 
one's fellow men; favoritism and corruption may be accomplished in other 
ways than by offers of money. Lord Keynes said that 

. . . dangerous human proclivities can be canalised into comparatively harmless 
channels by the existence of opportunities for money-making and private wealth, 
which, if they cannot be satisfied in this way, may find tlieir outlet in cruelty, 
the reckless pursuit of personal power and authority, and other forms of self- 
aggrandisement. It is better that a man should tyrannise over his bank balance 
than over his fellow-citizens; and whilst tlie former is sometimes denounced as 
being but a means to the latter, sometimes at least it is an alternative.^ 

WHAT MONEY IS 

Up to this point there has been no need to define money precisely. Most 
people seem to regard money as the coins and bills they cany about with 
them. "The” money they have "in” the bank is counted along with the 
money in their pockets. But actually money in the pocket and money in 
the bank are two quite different things, although for some purposes no 
special distinction need be drawn between them. As another example of 
the everyday use of the term money, one may say, "Smith has lots of 
money.” Smith may own bonds, mortgages, real estate, stores, and other 
valuable things, but conceivably he could be possessed of only $10 in coins 
and bills. He would still be a wealthy man. His wealth happens not to 
consist of money although it is measured in money. 

hi economic analysis money is currency and demand deposits, Botlr of 
these terms require explanation; however, the background of these terms 
must first be examined. As was noted, money functions as a medium of 
exchange, as a common denominator, and as a link between the past, pres- 
ent, and future. Anything which. perfomiS- these functions could be called 
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money. More briefly, any means of payment passing at its nominal or face 
value is money. 

A great many things are used as means of payments. A partial list^^ 
includes: gold, currency (i.e., coins and paper- money), demand deposits 
in banks, time and savings deposits in banks, open lines of credit with mer- 
chants, government bonds. A foreign government may ship bars of gold 
to the United States and thus complete a financial transaction. Of course 
coins and dollar bills most commonly are used to make small payments. 
When somebody writes a check in payment, he is using a demand deposit 
in a bank. If a bank will allow its savings depositors to write checks to 
make payments, the savings (or time) deposits are also means of payment. 




An "open line of credit” is used as a means of payment whenever someone 
buys commodities under an established agreement on credit. Government 
bonds of the marketable types are sometimes transferred from one person 
to another for the purpose of making a payment and in lieu of a payment 
by check or in currency. 

As a matter of fact, almost anything can be used to make payments. If 
anything and everything were used, a system of barter would be in effect; 
any commodity, being directly exchangeable for any other, would consti- 
tute means of exchange, or payment. The peculiar quality of money, how- 
ever, lies in its being a common denominator for exchange. It follows there- 
fore that tlie common denominator should consist of one thing or, at the 
most, of only a few things. This is indeed what is found in modern economies. 
While many things are used to make payments, by far the greatest bulk 
of all exchanges is eflFected through the transfer of ownership of currency 
and of bank deposits. 

Money, then, can be simply defined as currency and demand deposits. 
This is the most commonly used definition. Whenever the word "money” is 
used in the following pages, it will mean only: currency and demand 
deposits. 

Currency requires no special explanation at this point. It consists of 
coins and of paper bills, both of which are issued by the government or 
by government agencies.® A dollar biU is actually just a piece of paper, 
but, what is it? It is a debt owed by the government to whomever owns 
the dollar bill A dollar bill is an asset to its individual or corporate holders, 
but it is a debt of the government A United States Savings Bond is an 

2 Adapted from Woodlief Thomas,, ‘^oney , System of United States,"' Banking 
' 'Studies, Board of Governors of , the %deral Reser^^ System, 1941, p. 297, 

. ; A That is. Federal reserve , banks, which are . strictly speaking instramentalities of the 
'Federal governinent, althdngh they are privately owned. . , 
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asset to its owner, but it is a debt of the United States. The difference be- 
tween a, savings bond and a dollar bill is that the bond cannot be used 
'to make payments, while the dollar bill exists for that very purpose. Paper ; 

bills, then, are the chculating debts of the government. 

Demand deposits are the circulating debts of commercial banks. This 
definition is not so obvious as the statement that dollar bills are circulating i 

debts of government, since to be convinced that a dollar bill is a debt, it ; 

is only necessary to read the printing on a dollar bill. A demand deposit— j 

or checking account— is a deposit which is payable by the bank on demand, 
payable at any time (during business hours) when payment is requested i 

by the depositor. In contrast, a time deposit— or savings deposit or savings 
account— is legally payable only after a specified period, such as 30 days. i 

That is to say, a bank has the right to delay payment on a time deposit. In I 

normal practice, as an accommodation, banks do pay time depositors on 
demand. But both a demand deposit and a time deposit are debts of the 
bank and assets of the depositors. A bank deposit is not money the 
bank; actually it is a liability or debt of the bank. 

Suppose that John Smith decides to open a checking account, w^hich is 
of course the same thing as a demand deposit, with the First National 
Bank. John Smith begins by depositing $100, This means, in most cases, 
that he transfers to the First National Bank $100 in cmTency, and in ex- 
change he receives a passbook in which the bank acknowledges that Smithy's 
deposit is $100. At the same time the bank adds Smith’s name to its list 
of depositors and notes on its own ledger that his deposit is $100. John 
Smith walks out of the bank satisfied now that he ""has a hundred dollars 
in the bank.’’ He thinks of "liis money” as being Tn” the bank. If Smith 
a week later withdraws $50, he thinks of it as getting his money out of 
the bank, although of course he takes whatever currency the teller hands 
him and does not insist upon getting the same bills back. 

Quite apart from what Smith thought about it, what actually did happen 
when he made the deposit? He entered into a contract with the bank, 
under which the bank accepted his currency and promised to return the 
same amount of currency at any time Smith demanded it. The bank owes 
him $100. Smith’s passbook and the bank’s ledger say nothing more: the 
bank owes Smith $100. ' ; ■ ■ • ■' ^ 

Suppose Smith writes a check for $20 to William Jones in payment of a i 

debt. A check is a written order to a bank to pay a certain sum of money ■ . - - . | 
’to the person named on the check Jones' could cash die check at, the First ' ' | 

National Bank which pays, Jones ‘$20, Jnt' currency, and deducts '$20 from 
Smith’s deposit, i.e.,'fmm;the’'sum’ owed;H Jones Valso-has an account ' ' 
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with the First National Bank, the bank adds $20 to Jones’ account and 
subtracts the same amount from Smith’s. If Jones’ bank is the Secpnd Na- 
tional Bank and he deposits Smith’s check there, the Second National Bank^ 
credits Jones’ account with $20 and presents the check to the First National 
Bank The First National Bank pays the Second National Bank the $20 
and debits (i.e., deducts from) Smith’s account. The sum total of deposits 
in 4he two banks together remains unaltered, but the Second National 
owes Jones $20 more and the First National owes Smith $20 less. 

The total demand deposits of a bank are what it, owes to its depositors. 
The grand total of all demand deposits in the country as a whole is what 
all banks owe to all depositors. These deposits—debts of the banks— can be 
transferred from one person to another by means of checks, as indicated. 
The bulk of all payments in a money economy are in fact made by check. 

The reason that checks are more commonly used than currency for larger 
payments is that they are far more convenient. Checks can be written in 
the exact amounts required for transactions, while currency often presents 
a problem of making change. A single piece of paper can be used for a 
payment which would require a bulky package of currency. Checks are 
legal receipts for payment, because when the drawer (writer) of a check 
gets it back from the bank in canceled form the payee’s signature is on it. 
Checks are a convenient method of making payments by mail. Checks are 
safer; if stolen, payment on them can be stopped. Stolen currency can be 
recovered only rarely, with police assistance. Bank robbers try to seize 
currency, but never bother with checks. It is no doubt easier to forge 
checks than to counterfeit currency, but the suflFerers from successful for- 
gery are banks and others who cash checks, not the persons whose names 
are forged (unless these persons do not realize that their names are being 
forged). 

Whof a Dollar Is 

The subject of money has been discussed without specific attention to 
the question of what a dollar is. It is obvious that a dollar is a unit of 
money in the United States, just as a franc and a pound sterling are units 
of money in other countries. But what kind of a unit? And how can this 
unit be defined? 

A dollar is a unit of liquid claim. If the amount of money in existence is 
100 billion dollars, then $1 is one-hundred-billionth of the total of generally 
acceptable means of payment. The owner of a dollar bill can go forth to 
buy things, with one-hundred-billionth of the total of acceptable means of 
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payment. If, however, the total amount of money was 1 billion dollars, the 
holder s claim against things ofiFered for sale would be one^ hundred times 
® larger than in the former instance. The importance of a dollar as a unit of 
liquid (i.e., generally acceptable) claim depends, then, upon how many 
dollars are extant and how many other things are available to be bought 
with dollars. This relationship between dollars and things is a variable one. 
A dollar commanded more things in 1939 than it did in 1947; therefore, it 
is said that the purchasing power of a dollar was higher in the previous 
period. The dollar is not a constant unit like the ton, the yard, and the 
gallon. The claim a dollar gives to its possessor fluctuates. 

Another definition of a dollar is that it is a lump of gold, nine tenths 
pure, which weighs 15% i grains. This is the basic legal definition of a 
dollar in terms of gold, and of gold in terms of dollars. Among other things 
it means that if gold coins were minted, a dollar coin would weigh 15% i 
grains of gold. Before examining this ratio, however, it is necessary to con- 
sider the whole question of gold in relation to money in the light of 
monetary standards. 

MONETARY STANDARDS 

Monetary standards are methods of defining the unit of money and of 
controlling the supply of money. Currency and demand deposits are money, 
yet only pieces of paper in actuality. What makes them valuable? What 
is the security behind these pieces of paper? This is fundamentally the ques- 
tion of the money system and of the monetary standard. 

Under the gold standard as it formerly existed, all money was freely con- 
vertible into gold. A ten-dollar bill or a ten-dollar bank deposit could be 
converted into a ten-dollar gold coin. The individual had the right to de- 
mand at any time that he be paid gold in exchange for paper currency 
or for the amount of a bank deposit. Since all forms of paper currency, all 
coins, and all demand deposits in banks could be converted into gold, diey 
were interchangeable with one another. Gold was the standard. The gold 
standard will be examined further in the discussion following, but for the 
moment it suffices to note that the gold standard represented two things: 

(1) the use of a physical commodity (gold) as the security for money, and 

(2) a system of monetary control. Consider now the use of a physical com- 
modity as standard money. 

In , very general terms, money is anything which is used as means of 
payment. In the history of mankind a great variety of commodities have 
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served as money: salt, tobacco, cattle, iron, stones, beads, shells, copper, 
silver, and gold. In parts of Europe during 1945-47, cigarettes se?:ved as 
money. In fact almost anything can perform the functions of money in a ^ 
simple economic society provided only that it is in wide demand and that 
it is physically fairly durable. The word ‘pecuniary” itself is a reminder 
that cattle (Latin, pecus) were once a common denominator of value. When 
cattle served as money they were a common denominator, and perhaps an 
occasional means of payment though only for large transactions. A mans 
wealth and status could be measured in terms of the cattle he possessed, 


even if small transactions had to be handled otherwise. From ancient times, 
however, and in nearly every type of society, gold and silver have occu- 
pied a dominant position as the physical means of payment and common 
denominator of value. Where, as in colonial Virginia, tobacco was used as 
money, the reason was the availability of tobacco and its acceptance in 
payment in a community where gold was lacking. Other commodities than 
gold and silver have been employed but rarely when these could be used. 

Why the preference for gold and silver? These commodities are metals; 
they do not riist and are durable. No physical loss takes place when gold or 
silver are stored and even large quantities (in terms of value) occupy little 
space. Both metals can be cut up into small pieces, or small pieces can be 
melted and formed into largfe pieces, without impairment of physical at- 
tributes; both are divisible in this sense. Gold dust is as valuable as a lump 
of gold of the same weight. Gold and silver alike are readily recognizable; 
little training is required to enable anyone to identify them easily. In this 
respect gold and silver are superior to precious stones as widely acceptable 
means of payment, for gems are cognizable only to persons with special 
training. Furthermore, gold and silver are uniform. Both can be mixed 
with alloys to produce coins of any desired degree of hardness. All of 
these are I'leasons for the persistence of gold and silver as money for cen- 
turies. But besides these practical reasons there is a second factor account- 
ing for the preference for gold and silver: their place in the myths and 
folklore of mankind, especially of Western man. For centuries the greed 
for gold has been the force behind much human effort, for the quest for 
gold has led to the exploring of continents, to the alchemical effort to trans- 
mute the baser metals, mass migrations,' and, as in South America, even to 
the destruction of civilizations. There has indeed been something magic 
, about gold, and there still is. Gold Continues to be the means for final 
; settlement of international payments, and remains a major factor in modern 
y ':,in 0 netary systems. ■ 



THE NATURE AND FUNCTIONS OF MONEY 


189 


The, Gqld Standard 

Altliough gold and silver had been the principal forms of money for 
centuries, most of the countries of the world adopted the gold standard 
only as late as the nineteenth century. The major features of the gold 
standard are: (1) legal definition of the monetary unit as a certain weight 
of gold; (2) the free and unlimited coinage of gold; (3) convertibilit)-^ of 
all coins, paper currency, and bank deposits into gold at a legally fixed rate; 
(4) freedom to import and export gold. 

In the United States the gold standard may be said to have existed from 
1879 to 1933. ’Before 1879 the monetary standard was somewhat confused. 
In 1792 Congress established a bimetallic standard, wdien Alexander Hamil- ’ 
ton had recommended to Congress the adoption of the system then current 
in Europe. Under a bimetallic standard both gold and silver are standard 
money, both are coined freely. Free coinage means unlimited coinage: any 
person has the right to bring any amount of gold or silver to tlie govern- 
ment in exchange for an equivalent amount of the metal in coins. Thus, 
in 1792 Congress defined a dollar as either 24.75 fine grains of gold or 
371.25 fine grains of silver.^ It was expected that both gold and silver 
would be brought to the mint, coined, and put into general use. The expec- 
tation was not fulfilled, however, and the few coins minted were nearly all 
of silver. The ratio-called the mint ratio— of the legal weight of a silver 
dollar to that of a gold dollar was set at 15 to 1. That is, a dollar was de- 
clared to be a definite lump of gold, or a lump of silver 15 times as heavy. 
The assumption was that gold was 15 times as valuable, weight for weight, 
as silver. But besides the legal determination of the exchange value of 
gold and silver there was another ratio, the market ratio, which measured 
the values of gold and silver in terms of each other as reflected in actual 
commercial transactioris. These two ratios had to be identical, or very nearly 
so, if both gold and silver were to circulate together as coins. If the mint 
ratio were 15 to 1, and the market ratio was 16 to 1, then it paid anyone 
having silver to take it to the mint to be coined, and it paid anyone having 
gold to sell in the commercial market In fact, if a difference such as this 
persisted, the coinage would come to consist of silver only, and gold would 
disappeaiV'. Silver in' such a case was; said 'to' be ''overvalued'' at the mint, 
while gold, was 'undervaluedrM overvalued currency drives an under- 

^ means pure, i.e., without alloy. The weight? of gold and silver are measured 

; by the troy' system,, in which 480 grains equal i ounce, and 12 ounces equal 1 pound 
troy. One pound’ tr%,.eqmls/ 0.82^6, pound avoirdupois, tlie usual ■ 
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valued currency out of circulation. This principle is ''Gresham’s law,” which 
is not a statute, as careless students have often thought, but simply an 
economic platitude attributed to one of Queen Elizabeth’s ministers. 

Beyond the difficulty of maintaining these ratios, bimetallism did not 
operate well during the early part of the nineteenth century also because 
there were then in circulation fairly large quantities of worn and clipped 
foreign coins. These served the purposes of trade and so almost obviated 
the necessity for full- weight government coins. This is still a further illus- 
tration of Gresham’s law. In 1834 and in 1837 Congress altered the legal 
weight of the gold dollar. It became 25.8 grains, nine-tenths fine, or 23.22 
grains fine. This legal weight remained unchanged until 1934. The silver 
dollar continued at the same weight but the change in the weight of the 
gold dollar altered the relative positions of the two metals. Silver had been 
overvalued at the mint before 1834, and gold became overvalued after that 
date. The gold discoveries in California and Australia in the 1840’s and 
1850’s added to this overvaluation of gold at the mint. Thus after the 1830’s 
the coins turned out by the United States Mint were predominantly gold 
coins. The currency in circulation, on the other hand, consisted largely of 
paper currency issued by state banks. Since much of this paper currency 
was in very small denominations, gold coins were not widely circulated 
in ordinary business transactions. 

In 1873 Congress passed an act revising and codifying the coinage laws. 
The silver dollar was dropped from the list of coins which could be minted 
on a free and unlimited basis, and this step was tantamount to the aban- 
donment of bimetallism and the adoption of gold as the standard. Hence- 
forth, and until 1933, only gold could be brought by anyone and in any 
amount to the mint to be coined. This was the "crime of ’73,” the end of 
the free and unlimited coinage of silver. Silver coins have of course been 
minted since then, but only according to the directions of Congress. The 
action of Congress in 1873 was simply a recognition of a situation which 
had long existed: the silver dollar had not been coined for a long period. 
It was after 1873 that silver began to be mined in large quantities and that 
agitation for restoration of free coinage of silver began. Consideration of 
this problem is undertaken in Chapter 11. 

The gold standard was thus legally adopted in 1873, tliough it is dqubt- 
ful whether this was actually intended. It was not until 1879, however, 
that the gold standard began to function, for only in that year did the 
government begin to redeem in gold the greenbacks issued during the 
War between the States. In 1900 Congress deliberately fomalized the gold 
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standard by an act which obligated the Secretary of the Treastiry to main- 
tain all purrency and coin on a par with gold. 

So far the convertibility of money into gold has been stressed as the 
important feature of the gold standard. This is the traditional view and is 
readily understandable. The plain man of two or three generations ago 
knew how to test the content of a gold coin by biting it or ringing it on a 
table (or bar): and since paper money could be exchanged for gold, the 
paper was as good as gold. Anything as good as gold was good enough. 

The less obvious but more important factor to be considered in the gold 
standard was its existence as a system of monetary management. Gold coins 
circulated, and all other forms of money had gold reserves behind them: 
gold was the standard. Behind some of the currency, namely gold certifi- 
cates, the gold reserve was 100 per cent; behind other forms of currency 
and demand deposits of banks the gold reserves were partial. But the legal 
reserve requirements were changed very rarely. Hence, the total amount 
of money was directly related to the ainount of gold in existence, i.e., there 
was a more or less fixed ratio of amounts established between gold and 
other money. No one controlled the amount of gold in existence. This de- 
pended chiefly upon (1) the accumulated stock of gold coins and bars 
which had come down tlirough the ages, (2) the fluctuating volumes of 
imports, exports, and other foreign trade transactions, (3) the amount of 
gold mined each year, and (4) the amount of gold coming from and going 
into nonmonetary uses. Furthermore, changes in the amount of gold were 
not great from year to year or, for that matter, from decade to decade. 
Therefore, it seemed to be safe to tie the volume of money to the volume 
of gold. This system was followed not only in the United States but also 
in many other countiies, and by the second half of the nineteenth century 
it had come to be regarded as the only sound system of controlling money. 
The control was automatic; diat is, it was beyond conscious direction. All 
that a government had to do was to maintain convertibility of its money 
in gold by itself providing interchangeability of gold and money, and by- 
requiring commercial banks to do the same thing. 

There was much to be said, indeed, for the automatic-control aspect of 
the gold standard. Goveimments in the nineteenth century (and earlier) 
had caused financial confusion when they had suspended conversion of 
money into gold. Great Britain during the Napoleonic wars and the United 
States during the War between the States had both seen inflationary (i.e., 
price-raising) overissue of paper currency. There had been numerous other 
instances of governmental irresponsibility. Private banks had provoked dis- 
turbances by issuing paper currency 'Without assuring adequate conveiti- 
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bility into gold. Hence the great monetary phobia of the nineteenth cen- 
tury was 'overissue.” Governments were considered to have a tendency to 
become financially irresponsible, because of the temptation to meet flnan- . 
cial exigencies by issuing paper money. The method of meeting the prob- 
lem was establishing a money which was always convertible into gold, 
i.e., by the gold standard. 

There was the one other important aspect of the gold standard, i.e., 
international trade and finance. The international aspects of the gold stand- 
ard are treated in detail in Chapter 35, but at this point it may be ob- 
served that where several countries are all on the gold standard, the rates 
of exchange among all of their monies are stable within very narrow limits 
and prices in the several countries are closely related. Thus the gold stand- 
ard can also be viewed as a mechanism for controlling foreign exchange 
rates and, to some extent, of controlling the general levels of prices. Here 
too the gold standard operated as an automatic mechanism in effect and 
function though actually directed by no one. 

At the beginning of World War I the gold standard was abandoned by 
the belligerent nations. Convertibility of money into gold was stopped, 
and restrictions were placed, upon the export and import of gold. Although 
the United States continued to maintain convertibility, it was affected by 
other countries^ regulation of the international traflSc in gold. Although 
during the 1920"s most countries returned to the gold standard, many aban- 
doned it again during the early 1930 s. The reasons for the abandonment 
of the gold standard after 1914 are complex. The functioning of gold in 
international finance was the crucial factor.^ For the present introductory 
purposes it is perhaps sufficient to point again to the nature of the gold 
standard. Its automatic character fitted the pre-1914 era. Just as govern- 
ments interfered very little with other economic processes they were con- 
tent not to direct monetary functions. The period since 1914 Las been 
marked by increased governmental regulation of many things, including 
money. In this period the idea and the practice of some sort of 'managed” 
money triumphed over the old principle of the gold standard. 


Other Monetary Standards 

Besides the gold standard and the bimetallic standard, many other mone- 
tary systems have existed and still others have been proposed by advocates 
of reform. These latter include money systems based on wheat, or on 
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wheat and cotton, or on a list of staple commodities, or on a unit of energy 
(such as the 'erg”). Such proposals for reform will be considered in Chap- 
ter 11; meanwhile, standards other than the gold which have actually 
existed will be examined. 

An inconvertible paper standard is one in which the standard money 
consists of paper notes issues by a government. These paper notes or bills, 
exemplified by the greenbacks of the period during and for a while after 
the War between the States, are considered standard money since all other 
money such as bank notes and bank deposits are legally secondary. Incon- 
vertible paper money has often been termed fiat money, circulating by 
virtue of the fiat or order of the government and not because of the value 
of the piece of money itself. A gold coin was valuable as a lump of gold, 
independent of the fact that a particular government had coined it; but a 
piece of paper can serve as money only if the people possessing or receiv- 
ing it have confidence in tire issuer of the paper. This confidence can be 
based on knowledge that the issuer can and will redeem the paper in some- 
thing valuable in itself such as gold, or upon the faith that the issuer will 
some day redeem a stated promise to pay in gold. An additional factor is 
the holder s faith that the issuer will not issue too much currency and so 
diminish its value. The greenbacks were not redeemed in gold until 1879. 
In the period before 1879 tlrey could be exchanged for gold, but only for 
gold owned by private traders. And they were exchanged at a discount: 
for instance, $1,000 face value of greenbacks exchanged for $800 gold. Or, 
inversely, gold was at a premium: $1,000 gold w^as worth $1,250 in green- 
backs. The gold premium fluctuated, according to traders" opinions as to 
the future of the government of the North during the War betw^een the 
States; the premium declined as the North’s military fortunes were im- 
proved. In the period after 1865 the gold premium steadily fell as it w^as 
realized that the greenbacks would be redeemed in gold. As soon as they 
were in fact redeemable, the gold premium fell to zero: gold and green- 
backs became freely exchangeable, one for the other at par. 

Many other examples of the use of inconvertible paper currency may be 
found. Great Britain, for instance, had such a system during the period of 
the Napoleonic wars. Most countries during and shortly after World War I 
resorted to a system of inconvertible paper currency. An inconvertible 
paper standard has always been the object of severe criticism, the reason 
being that in contrast to the gold standard, a paper standard lacks a means 
of limiting the total supply of money. In a system in which all money must 
be converted into gold, the amount of money is, controlled by the amount 
of gold, but when there is no requirement of convertibility, the paper cur- 
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rency systems may result in an overissue of the fiat paper currency. Over- 
issue has always characterized the system's operation in the past. "‘Over- 
issue" means that so much currency is issued that inflation (i.e., rising 
prices) results. Financial exigency of the issuing government is usually the 
cause of overissue. When governments in the past were unable to raise 
sufficient funds by taxation or by selling bonds, they paid expenses by 
issuing paper currency. Hence the amounts issued depended upon the 
financial position of the government, and not upon considerations as to 
how much money an economy ought to have. 

The United States Monetary Standard Since 1934 

The United States abandoned the gold standard in April, 1933. This step 
meant two things; gold could be exported from the country only after 
obtaining a license from the Treasury, and currency and bank deposits 
could no longer be redeemed in gold. Furthermore, all monetary gold and 
all gold certificates (a special form of currency backed up dollar for dollar 
in gold set up as special reserve fund) had to be turned in to the Treasury. 
Holders of gold coins, of gold bars, and of gold certificates were paid by 
Treasury check. Not only individuals and businesses, but also all banks 
were required to turn in gold and gold certificates. The gold of the Federal 
reserve banks— by far the largest part of the country’s monetary gold sup- 
ply— was transferred to the Treasury in exchange for gold certificates, which 
are now held only by Federal reserve banks. Since 1933, then, all monetary 
gold has therefore been in the possession of the United States Treasury. 
Nonmonetary gold, of course, continues to be in private hands, because 
gold is used for industrial purposes, such as for jewelry and dental work. 
Coin collections of numismatic value were also permitted to remain in pri- 
vate hands. Apart from this, however, gold coins have not circulated at 
all since 1933. In fact, they ceased to exist, for all were melted down and 
formed into bars, or ingots, of gold.® 

After calling in all gold, the Treasury began in 1933 to buy gold at 
steadily higher prices. The legal price of gold since 1837 had been $20.67 
per fine ounce. This is equivalent to 23.22 grains of fine gold in a dollar. 
Since there are 480 grains to an ounce, the proof of the equivalence of the 
two figures is a matter of arithmetic. In simple terms the relations can be 

^ The complete lack of gold coins in the United States proved embarrassing during 
the North African invasion of 1942, when it was found necessary to have gold coins 
in order to bribe potentially hostile groups in the region, Canadian gold coins had to 
be hurriedly procured. 
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thought of in this way: if an ounce of gold is $20, then of an ounce 
must be $1, and of an ounce is 24 grains. Again, if an ounce of gold 

is $30, then $1 is of an ounce, or 16 grains. Thus, the higher the price 

of an ounce of gold, the less the number of grains in a gold dollar: raising 
the price of gold results in reducing the physical weight of the gold dollar. 
Thus when the Federal government in the summer and autumn of 1933 
continued to increase the price it paid for gold, its action was tantamount 
to decreasing the weight of the dollar, although this was not then the 
actual legal effect. By the end of 1933 the price of gold had been raised 
to $35 an ounce, the equivalent of $1 weighing 15% i grains (nine-tenths 
fine).* 

The Gold Reserve Act of 1934, approved on January 30, 1934, ratified 
the emergency measure of 1933 and established the present money system 
of the United States. The price of gold was thereby fixed at $35 an ounce, 
the weight of a gold dollar at 15% i grains (nine-tenths fine). These defini- 
tions have been maintained since 1934. The President’s authority to reduce 
the weight of the gold dollar to one half of the original weight of 23.22 
grains (fine) was extended; but this power has not been used since 1934. 
The redemption of currency in gold was prohibited by the Act of 1934, 
except as the Secretary of the Treasury would permit it. The act provided 
also that the bulk of the “profit” realized by the Treasury in its gold oper- 
ations of 1933 be set aside in a stabilization fund. This fund began wdth 
2 billions of the profit, to be used for the purpose of carrying purchases 
and sales in the foreign exchange markets. The “profit” existed because the 
gold seized by the Treasury in 1933 was taken in at 23.22 grains to the 
dollar. On January 30, 1934, this gold was declared to be dollars at the rate 
of 15% 1 grains. Therefore the same amount of gold became, at a stroke 
of the President’s pen, more dollars (approximately 2.8 billion more). 

The various types of currency now in existence, to be described shortly, 
are not redeemable or convertible into gold, nor are the demand deposits of 
banks. Yet gold is used, in the system. Gold certificates are the ultimate 
reserves behind bank deposits and most of the currency. Gold certificates 
are exchangeable for gold— but only within the government, i.e,, between 
the Treasury and the Federal Reserve System. Gold is still used in interna- 
tional financial transactions. Gold imports and exports still affect the vol- 
ume of money, but in an indirect and complicated way. 

The United States money system is therefore a system of paper currency 
and bank deposits which are inconvertible but which are part of a monetary 

^ For a discussion of the reasons for raising the price of gold in 1933 and the results 
of this action, see Chap. II. 
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mechanism in which gold is used. The '‘mechanism itself is a conti'olled 
one; it is a managed monetary mechanism. The control or management of 
the money mechanism is not, however, complete in all respects. Precise 
control of the total quantity of money, for example, has not yet been 
achieved. The system has been called a managed inconvertible gold bul- 
lion standard. This expression is awkward, but necessarily so, for many 
factors must be covered by the definition. The monetary system is mian- 
aged” by the Treasury and by the Federal Reserve System; gold htillion— 
bars and ingots— are used instead of gold coins; currency and demand 
deposits in banks are not convertible to gold, yet gold is used. 

The word "'system’’ has been stressed in this description of monetary 
arrangements in the United States. The former gold standard, it is clear, 
was an automatic mechanism. The present standard is more complicated 
and sophisticated, and is actually a managed system. The overwhelmingly 
powerful financial position of the national governments is an important 
factor in the rise of the present systems. In the past, governments 
were financially weak, having occasionally to ask private bankers for 
aid. Small wonder, then, that the paper money of governments was often 
subject to mistrust. Within the last generation, however, relations have 
changed to such an extent that the banks are dependent upon tire 
government Thus, for example, the national debt is held by the banks 
and insurance companies as well as by other corporations and by in- 
dividuals. The holders of the national debt are the owners of government 
bonds. Government bonds— also pieces of paper— are assets to their owners. 
The most important asset of banks are government bonds, and banks are 
therefore dependent on the value of these bonds, i.e., upon the govern- 
ment’s paying interest and principal. The holding of government bonds . 
by banks is but one facet of the dominance of government over the whole 
financial apparatus which has so largely contributed to a change in na- 
tional monetary systems. 

Convertibility into gold is actually no longer important. Long before 
1933 gold coins were curiosities to the ordinary man. Gold coins existed, 
but were found largely in vaults, not in hand-to-hand circulation. When 
the convertibility of currency and deposits was stopped in 1933, there were 
widespread fears at the time that something sinister would haiopen to the 
money of the individual and the businessman. But nothing directly observ- 
able did happen. Currency went on being used as before, and checks were 
written and taken in payment^ as, before; so far as individuals and businesses 
inside the cduntty’ are cbnce]m^ the working of the money system has not 
been affected. TTrere has premium^’ as there was during and 
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after the War between the States, since private trading in gold was pro^ 
hibited; and there has been no black market in gold, because the Treasury's 
price for gold is one at which gold can be turned into money in any quan- 
tity. Furthermore, gold is available for industrial purposes and for export 
under license at $35 per ounce. 


THE CURRENCY SYSTEM OF THE UNITED STATES 

The currency system of the United States is a complicated one. For 
September 30, 1946, the types and value of currency in circulation are 
shown in Table 17. 

Table 17 currency in circulation 

Gold certificates $ 50 millions 


Standard silver dollars 

144 

Sliver certificates and Treasury notes of 1 890 

2,010 

Subsidiary silver coin 

861 

Minor coin 

325 

United States notes 

315 

Federal reserve bank notes 

451 

National bank notes 

112 

Federal reserve notes 

24,237 

Total 

28,507. 


Source; Federal Reserve Bulletin. 


It is to be noted primarily that all currency is issued by, or on the re- 
sponsibility of, the United States Treasury or the Federal reserve banks. 
Before 1865, paper currency was issued by state banks, which are banks 
chartered and regulated by state governments. From the time of the War 
between the States to 1935, paper currency was issued by national banks, 
which are chartered and regulated by the Federal government. Since 1914 
the Federal reserve banks have issued paper currency, the Federal reserve 
note being in fact the principal constituent of the currency supply. Federal 
reserve banks ai'e public institutions whose primary purpose is to regulate 
the entire banking system.^ 

Consider now the appearance of a Federal reserve note (any bill of five- 
dollar or higher denomination is likely to be a Federal reserve note). The 
name of the issuing Federal reserve bank appears, and also the statement 
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that the note is redeemable in lawful money at the United States Treasury 
or at any Federal reserve bank. This statement means two things: that 
Federal reserve notes are liabilities of both the Federal reserve banks and 
the Treasury, and that the note is payable in other paper currency only, 
for 'lawful money” is currency issued by the Treasury. Thus, one five-dollar 
bill is redeemable in another, and the possessor of it may derive what 
consolation he can from that fact. The Federal reserve note also says that 
it is 'legal tender for all debts, public and private.” Formerly the question 
of the legal-tender powers of a particular form of currency was an impor- 
tant one, because by law some forms of currency were assigned only 
limited legal-tender powers. Legal tender is money which a creditor may 
not refuse in payment offered to him; should he refuse legal tender he has 
no recourse at law against the debtor for payment. Legislation in 1933 
made all currency legal tender. 

Behind the Federal reserve notes there are reserves. These consist of gold 
certificates, to the extent of at least 25 per cent of the value of the Federal 
reserve notes, with the remainder consisting of government bonds or of 
certain short-term obligations of businessmen, such as commercial paper. 
Commercial paper consists of notes signed by businessmen in exchange 
for loans from their banks. Such paper may be used as collateral for Federal 
reserve notes when these banks rediscount (sell) it or pledge it at the Federal 
reserve banks to obtain funds. From 1913 to 1932 the security behind the 
Federal reserve note was a minimum' of 40 per cent in gold, the remainder 
in commercial paper only. Government bonds were introduced as a security 
for Federal reserve notes in 1932. 

The original intention of Congress was that by requiring both 
gold and commercial paper, the Federal reserve note would be safe be- 
cause of the relatively high gold backing, and further that it would be 
responsive to the needs of business by being backed also by commercial 
paper. It was believed that the volume of commercial paper would fluctu- 
ate with general business conditions, that therefore the backing for these 
notes would be available in larger or smaller amounts (as businessmen 
increased and decreased their borrowings from banks), and that in this 
way the volume of Federal reserve notes would be made to fluctuate auto- 
matically with the level of general business conditions. In 1932, however, 
business borrowing from banks had fallen so low that there was little com- 
mercial paper in existence; hence the permission in this year to substitute 
government bonds. 

National bank notes are still in circulation, although they have been in 
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the process of retirement since 1935. They were backed up dollar for dollar 
by government bonds. That there are still some notes in circulation means 
only that not all have been returned to the Treasury; presumably some 
have been lost, or are otherwise unaccounted for, 

Small amounts of gold certificates and Treasury notes of 1890 are listed 
as being in circulation, but these too must be considered unaccounted for. 
Gold certificates, backed up fully by gold, were called in in 1933. They 
are not now in actual circulation, but are used only between the Treasury 
and the Federal reserve banks. The Treasury notes were originally issued 
in 1890 with a silver backing, but these early notes have long since been 
called in. 

Federal reserve bank notes, also called national currency, were issued 
in small amounts after 1913. During World War II considerable quantities 
of them were released from a printing originally made in 1933, when it 
was believed necessary to have a large number available for the emergency 
of depression conditions. Federal reserve bank notes were originally de- 
signed to replace national bank notes. The goal was not achieved in this 
way, however, and the continued presence of Federal reserve bank notes 
remains one of the many anomalous elements in the currency system. 

There are several currencies issued by the United States Treasury, One 
of drese is the United States note, the correct name for the greenbacks 
which are still in circulation although in lesser amount than during the 
War between the States. The Treasury is required by law to maintain a 
gold reserve of more than one third of tihe amount of the United States 
notes, but the Gold Reserve Act of 1934 forbids redemption in gold. Emer- 
gency legislation in 1933 authorized the President to issue additional United 
States notes up to a total of 3 billion dollars. This power was not used, but 
the greenback continues as an element in the currency system with every 
promise of remaining in it indefinitely. 

Silver certificates are issued by the Treasury, which maintains a silver 
reserve in its vaults. One-dollar bills are silver certificates, for it is a tradi- 
tion that bank notes are. never in the smallest denominations. Anyone who 
demands that the Treasury make good its promise to pay the bearer of a 
silver certificate in silver will be handed a silver dollar in return for a one- 
dollar bill. A silver dollar is a large and heavy coin, but has it any in- 
trinsic” value? Actually, the silver in a silver dollar is worth much less than 
one dollar. The price of silver per ounce in market transactions has for 
decades been well below a dollar. And a silver dollar weighs less than an 


200 


THE MONETARY PROCESS 


ounce.® A silver dollar is worth a dollar not because of the exact amount 
of silver contained but because it is exchangeable for any other form of 
dollar; its marks of stamping and milling make it an official currency just 
as do the engraving and printing on a dollar bill. Far more silver certifi- 
cates are in circulation than silver dollars. This is a matter of convenience 
and acceptance. In certain parts of die West silver dollars are used in ordi- 
nary circulation, but this is an eccentricity traceable to the traditions of 
former mining communities. 

Besides the silver dollar, there are the other coins, "'subsidiary silver 
coins,” and "minor coins” (nickels and pennies). There is little deviousness 
about the lesser (the dime, the quarter, and the fifty-cent piece) silver coins, 


for unlike the silver dollar whose weight is still set at 16 times the weight 
of the pre-1933 gold dollar (a vestige of bimetallism), the subsidiary silver 
coins have little silver in them. Two fifty-cent pieces or four quarters have 
less silver than a standard silver dollar. Coins, in fact, of necessity have a 
higher face value than metallic value, for if the metallic value exceeded 
the face value the coin would be melted down and sold as metal. Thus 
silver coins would disappear, as they did in China during the 1930’s when 
the rise in the world price of silver made it profitable to melt coins and 
export the silver. A govermnent must therefore deliberately maintain the 
metallic value of its coins at a low level in order to prevent disruption of 
the coinage system. As a matter of fact, tradition alone dictates the use 
of silver in the minor coins, since aluminum is actually lighter and cheaper 
and would thus be more convenient, as several countries have proved. In 
minting coins, the Treasury makes a "profit,” which goes under the tradi- 
tional name of "seigniorage,” signifying the right of a sovereign govern- 
ment to take pieces of metal and transform them into money. 

The currency system of the United States is a conglomerate of different 
things resulting from the experiments, mistakes, and hopes of the past. 
Only two kinds of currency are really necessary: coins and notes, with 
one type of each; but the United States has three types of coins and seven 
types of currency. The salient fact to remember^ is that the provision of 
currency is now only a technical function of the money system as a whole. 
There are no longer any important problems connected with currency. Such 
problems did exist in the nineteenth century, because then a much larger 
proportion of money consisted of currency and hence a smaller proportion 

> standard silver dollar contains 412.5 grains of silver, %o fine. The fine silver in 
a silver dollar is <>i,m .pxmce. Thus a .fine ounce of silver would have to sell for 

$1.29 if the silver ih a silver do&j is to be w6rth ^$l.yin the middle of 1947 the |)rice 
of„ silver in 'New .York 61 cents' ounce. - ' • ' > ^ '> 
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of demand deposits. Redemption is of little moment in view of the financial 
dominance of government; strong governments no longer finance their own 
activities by printing paper money. The modern money system is capable 
of automatic expansion and contraction, according to the actual needs for 
currency. 

During World War II the volume of currency in circulation expanded 
nearly to 400 per cent of its prewar volume. In 1989 the amount was ap- 
proximately 7.6 billion dollars; in 1946, over 28 billion dollars. Not only 
was there a rise in the total national income but a rise in the incomes of 
many persons who do not use banking facilities; furthermore, the constant 
traveling of people during the war period caused many to hold their 
money in currency rather than in the form of demand deposits in banks. 
The increase in currency was possible because the Federal Reserve System 
so operates as to permit large increases. Most of the wartime increase was 
in the form of Federal reserve notes. The Treasury was able to augment 
its supply of coins and of silver certificates, because it had accumulated 
large stocks of silver before the war; but even if the Treasury had not had 
silver Congress could have authorized the Treasury to supply more dollar 
bills. 

Contraction of the amount of currency in circulation takes place in this 
way: when individuals and business finns have more currency than they 
need they deposit it in banks, which in turn deposit surplus currency in 
the Federal reserve banks. Since most currency consists of Federal reserve 
notes, the receipt of their own notes by the Reserve banks causes the Federal 
reserve notes to cease to exist as money. An I 0 U in the hands of its maker 
is nothing— only in the hands of another person is it something. Hence, con- 
traction of currency takes place spontaneously and automatically. 

SUMMARY OF THE DEVELOPMENT OF MODERN MONETARY 
SYSTEMS 

The development of money from the earliest use of gold to the system 
now in effect can be briefly summarized. At first, lumps of gold and gold” 
dust were apparently used as media of exchange as well as measures of 
value and hoards of value. Under such conditions the total supply of money 
in a community was equal to the physical amount of gold and could change 
only if the volume of gold altered. Later, the gold coin appeared, repre- 
senting nothing more than a certification that a lump of gold was actually 
of a certain- size and purity. Gold coins were much more convenient thaii^ 
gold lumps since' 'they: ndnld;he-’ accepted.^ whereas each lump 
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had to be examined carefully with eveiy transaction. Where coins were 
the only form of money the supply of money was determined by. the num- 
ber and the sizes of the coins. What frequently happened, however, was 
that the coinage authority— usually a financially necessitous prince— would 
call in all coins it could and then reissue them with a smaller gold weight. 
Such operations were carried out many times in the course of centuries, 
so that the gold weight of the principal European money units diminished 
and the supply of money was increased. Hence, where money consists only 
of coins its supply can be increased by tlie addition of new gold supplies 
(as happened after the discovery of the Americas) and by manipulation of 
the coins themselves. 

Following the coin the next step in the evolution of money was paper 
currency. Paper currency in its beginning seems to have been a mere re- 
ceipt, representing the deposit of gold with someone owning a strong vault, 
and was used as circulating money because of convenience. The persons 
who issued these receipts discovered in due course that they could issue 
more receipts than they had gold, provided that they could always redeem 
those receipts presented to them. This discovery— sometimes referred to 
as the ‘iDeginnings of modem banking”— created a paper money only par- 
tially backed up by gold. In this context the supply of money depended 
on the amount of gold and upon the amount of paper money in existence. 
The amount of paper currency in turn depended upon the reserve system 
in eflFect, i.e., upon whether the volume of paper money in existence was 
backed by perhaps a 20 per cent or a 50 per cent gold reserve. Government 
control of reserve requirements for paper money did not emerge until the 
nineteenth century, so that the earlier system of gold-backed paper money 
involved no control over the total volume of money. Even after the emer- 
gence of governmental control there were serious problems of control over 
currency supply. 

Bank deposits as money developed along with paper currency, but logi- 
cally they constitute an advanced phase. Bank deposits, too, have always 
had some form or other of reserve. Control over the supply of bank-deposit 
money is exercised through requirements that banks maintain certain re- 
serves against their deposit liabilities and through control over the volume 
of these reserves in turn. Typically, however, bank deposits were secured 
by paper currency which was secured by gold coins which represented 
' definite weights of gold. This raises the problems of how bank deposits act 
as money, how they increase and decrease, how they are controlled, which 
will be examined subsequently in detail. The present money system of the 
United States consists— besides currency— of bank deposits which are se- 
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cured by other bank deposits (in Federal reserve banks), which are in turn 
securea by paper currency (gold certificates), which is finally secured by 
gold that is owned only by the government. Other countries, such as Grea.t 
Britain and Canada, have similar systems. 


CHAPTER 9 

The Structure of the American Banking 
System 

In order to prepare for the analysis in the next chapter of the American 
banking system in relation to the behavior of money and its influence on 
the level of national output, it is necessary to understand the basic structure 
of the present banking system and how it evolved from the past. Just as 
the currency system is explicable only in terms of the events and problems 
of the past, so the present character of the banking system can most clearly 
be accounted for by its historical development. 

Although there are numerous types of banks in existence, this discussion 
is concerned chiefly with, commercial banks, which are the source of the 
major part of the money used in the economy. It used to be said that the 
functions of a commercial bank were three: discount, deposit, and issue, 
i.e., making loans, accepting and maintaining deposits, and issuing bank 
notes to serve as currency. Commercial banks no longer have the issue 
function, but retain their discount and deposit functions. Commercial banks 
lend money, but they are not the only business organizations which do. 
Pawnbrokers make loans and so do building and loan associations. Nor 
are commercial banks the only place in which one may open a deposit. 
The Postal Savings System as well as building and loan associations accept 
deposits. Commercial banks are therefore actually but one type of financial 
institution. 
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TYPES OF FINANCIAL INSTITUTIONS 

In order to clarify the differences between commercial banks and other 
financial institutions, the other types of financial institutions will now be 
described briefly. 


Savings Banks 

Although commercial banks accept both savings or time deposits, i.e., 
deposits which are not legally payable upon demand but only on 30 or 
60 days’ notice, savings banks receive only time deposits. The cash received 
through deposits is employed by savings banks to purchase mortgages and 
long-term bonds; this is one means by which savings are guided into invest- 
ment channels. The savings banks earn interest on the bonds and mort- 
gages they own; they pay a lower interest to their depositors, thus 
operating on the difference. Savings banks perform several useful functions. 
They enable individuals to save their funds when and as they are able, 
and to receive interest on them. Since the officers of the savings banks 
perform the task of selecting and buying securities, the income from which 
is the source of the interest paid to the savings depositor, the individual 
depositor need not concern himself with the intricacies of mortgages 
or with the movements of the bond market. The savings banks buy many 
different types of bonds, and by thus diversifying their investments they 
minimize risks. The individual depositors funds are not large enough to 
permit him to do this directly. The savings bank in effect does it for him. 
State laws attempt to safeguard the interests of the depositor in a savings 
bank by prescribing tlie types of securities which these banks may buy. 
Because savings deposits are not nonnally transferable by check, and be- 
cause they are not payable upon demand, such deposits are not to be con- 
sidered as money. Therefore the activities of savings banks do not affect 
the amount of money in existence. 


Building and Loan Associations 

These associations are similar to savings banks in that they represent a 
method for the pooling of the financial resources of individuals for mutual 
benefit. Individuals deposit cash "purchase share accounts”) with these 
associations, which use the . cash, to buy mortgages on real estate. As in 
savings banks, .flresa deposits, to individual savings and the purchase of 
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mortgages is an act of investment. State governments supervise building 
and loan atssociations; in addition, the Federal government, through the 
Federal Home Loan Bank Board, charters and supervises “federal savings 
and loan associations” which also make real-estate loans and accept de- 
posits from individuals. Because their deposits are also not subject to 
transfer by check and are likewise not payable on demand, the activities of 
building and loan associations do not influence the quantity of money. 

Finance Companies 

These companies make loans for the purchase of automobiles and other 
durable goods as well as loans to individuals in small amounts. Finance 
companies are often erroneously referred to as “banks.” Actually, they do 
not have deposits of any kind, since the funds they lend are obtained from 
the owners of such companies or are borrowed funds, often obtained from 
commercial banks. A pawnbroker makes loans, but because he does not 
accept deposits of cash he is not a banker. 


Industrial Banks 

Banks of the Morris Plan type are now usually included among commer- 
cial banks, because most of them do a general banking business including 
the performance of the special functions of commercial banks. Formerly, 
however, the industrial banks engaged primarily in maintaining time de- 
posits and making small loans to individuals, loans repayable in install- 
ments, Thus, like savings banks, their activities were basically different 
from those of commercial banks. 


Investment Banks 

These are businesses which engage in the financing of the new capital 
requirements of corporations. When a corporation needs money to pay for 
long-term expansion of its plant and equipment, the corporation may issue 
new stocks or bonds or both. The stocks or bonds must be sold to investors, 
either individuals or other businesses. Usually the issuing corporation has 
no facilities to market its new securities and must arrange with an invest- 
ment banker to handle the issue. The essential function of the investment 
banking house, then, is to act as a wholesaler for new issues, of stocks and 
bonds. Investment banks’ sell new 'securities, to, -.investors, or to, other in-" 
vestment banks, who;' in' 'tirrn'iefl ■tho 'Securities toJnvestora. Investment 
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banks do not maintain deposits, although some of them did before 1933, 
when legislation was adopted definitely segregating commercial and in- 
vestment banking. Investment banks are of course important to the invest- 
ment activities of the economy because they introduce, in a sense, those 
who have savings to those who need money for capital purposes. 


Government Lending Agencies 

The United States government operates a number of lending agencies, 
some of which are called banks. Many of these make loans to farmers under 
the supervision of the Farm Credit Administration. Federal Land Banks 
make long-term mortgage loans but do not accept deposits. The Federal 
Loan Agency supervises a number of other lending institutions, the largest 
being the Reconstruction Finance Corporation, which has lent billions of 
dollars but also has no depositors. On the other hand, the Postal Savings 
System of the Post Office Department accepts time deposits but does not 
in the ordinary sense make loans, for its receipts are invested in govern- 
ment bonds. 

It is the commercial bank, then, which has the dual function of making 
loans and of accepting demand deposits (which are transferable by check), 
besides performing other financial functions as well. Most commercial banks 
also have time deposits, and invest cash so received in government bonds; 
many of them make long-term real-estate loans in competition with build- 
ing and loan associations; they also make small loans to individuals in com- 
petition with the finance companies. A large commercial bank is, in fact, a 
kind of financial department store, with departments or divisions for de- 
mand deposits, time deposits, business loans, personal loans, real-estate 
loans, and for the trust business. They have safe-deposit boxes for rent; 
they buy and sell securities and foreign exchange for their customers; they 
may act as travel agents; they may be landlords, if certain real-estate loans 
prove to be unsound and foreclosure becomes necessary. 

THE EVOLUTION OF BANKING IN THE UNITED STATES 

To reiterate: commercial banks do two things: they make loans and 
maintain demand deposits. In eighteenth-century America the function of 
making loans was performed by merchants, colonial governments, and 
colonizing companies, although there were no banking institutions in the 
modern sense. The first modem commercial bank was the Bank of North 
America, established in Philadelphia in 1782. Other banks were chartered 
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in the immediately following years by the individual states. In 1791 the 
first Bank of the United States was founded. Chartered by Congress, its 
stock was held by the United States as well as by private persons. In addi- 
tion to commercial bank operations, the Bank of the United States acted 
as fiscal agent of the government, receiving cash for the government and 
maintaining a deposit for it, as well as dealing for the Treasury in the 
bonds of the United States. Like the other banks of the period, it issued 
notes, for at that time a bank would pay out its own notes to a businessman 
to whom it had given a loan, instead of setting up a deposit on which he 
could write checks in the present manner. 

The first Bank of the United States was important to the development 
of American finance because of its relatively large size, because of its 
intimate relation to the government, and because it could have evolved 
into a modern central bank. A central bank is one which is fiscal agent to 
the national government, and which supervises ordinary commercial banks. 
The first Bank of the United States early exercised supervision over other 
banks by establishing a system under which ail bank notes circulated at 
par. A businessman early in the nineteenth century was not willing to ac- 
cept a bank note at its face value unless he was sure he could redeem it 
at its face value in gold or silver. The Bank of the United States saw to it 
that all bank notes, including those of its bvm issue, were in fact readily 
redeemable, by regular presentation of notes of other banks for redemp- 
tion as they came into the hands of the Bank of the United States, and 
thus contributed to the smooth conduct of everyday business transactions. 
Because of the opposition of the other banks, and because it became 
embroiled in politics, the charter of the Bank was not renewed after its 
20-year term in 1811, and it ceased operation. After the financial exigencies 
resulting from the War of 1812, Congress in 1816 set up the second Bank of 
the United States. After some early difficulties, the second Bank of the 
United States functioned well and like the first Bank assumed a position 
of leadership among the banks of the country. It too encountered political 
trouble. After a struggle of several years Andrew Jackson forced its 
discontinuance in 1836. 

After the demise of the second Bank of the United States, banking was 
regulated only by the laws of the several states. In New England, New York, 
and Louisiana, the systems of regulation were efficient. Notes issued by 
banks in these states circulated at par and were readily redeemable in gold, 
for the banks were required by state laws to maintain reseiwes behind their 
note issues. These reserves consisted of bonds, gold, and silver coin. In other 
states, however/ regulation was to. -Banks were established in large num- 
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bers, many of tlieiii by unscrupulous speculators. "Wildcaf ’ banks were 
founded in remoter regions for the sake of quick profits to be ga-ined from 
notes issued by roving speculators. Diversity of regulations coupled with 
the rapid expansion of banking often by inexperienced or fraudulent persons 
led to the issuance of a conglomerate of bank notes varying greatly in value. 
Some notes were worthless; others could in fact be redeemed in gold? still 
others circulated at a discount, at perhaps 75 or 95 cents on the dollar, 
because they could be redeemed only with difficulty. Every merchant kept 
a list of the various bank bills in circulation in his area in order to ascertain 
the value of each note offered to him in payment. Not only did the hetero- 
geneous mass of bank notes of varying values involve much inconvenience, 
but they also commonly resulted in losses. Holders of bank notes sometimes 
found themselves with worthless pieces of paper when the issuing bank 
failed. 

The United States government, after itself losing money in the failure of 
banks in which it had set up deposits, established in 1846 the Independent 
Treasury System. Under this system the government received and made 
payments only in specie, i.e., gold and silver coin, maintaining balances in 
its own vaults. This was a crude method of handling funds, however, one 
which interfered .with the commercial uses of gold and silver money and 
one which was expensive and awkward for the government. Again in the 
1850*s the Federal government resumed the practice, with limitations, of 
using commercial banks as depositories. 

The Nafionol Banking System 

. The War between the States provided the opportunity for much-needed 
reform of the banking system. The Federal government financed the war 
by means of taxes, by issuing the greenbacks, and by selling bonds. Partly 
to provide a market for federal bonds and partly for reform purposes, 
Congress passed the National Bank Act in 1863, The system of national 
banks established in the following years regulated American banking 
practice until 1913, and it still exists although largely modified. 

The main goal in tire establishment of the national bank system was to 
furnish the country with a safe and uniform bank-note currency. In 1865 
^ Congress passed a law, requiring a prohibitive tax on notes issued by state- 

i , , chartered banks, with the result that the state banks stopped issuing notes 

and the .national, bank note came intd existence. What was planned was that, 
■ - besides- the;';pteati9n of,. ffiew;'banfe^ a 'State bank could give up its state 

gl'-; ^ charter’hndh'e-estabiisb^ itself .under a charter , as a national bank, submitting 
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to tlie conditions provided by Congressional law including tlie regulations 
and examinations of the Comptroller of the Currency. The new national 
bank could then issue national bank notes, providing it bought government 
bonds and deposited them as backing with the Treasury. The notes tliem- 
selves were engraved by the Treasury and tlius had a uniform appearance. 
Notes of one national bank circulated on the same basis as all the others, 
and indeed most persons probably paid little attention to the statement on 
each note giving the name and location of the issuing national bank. 

It was expected that the 1865 measure would force all banks to drop their 
state charters and become national banks, but the state banks did not 
disappear. In fact, since 1900 there have been many more state than national 
banks in existence. (A national bank is designated, of course, TiationaF by 
its corporate name; any commercial bank without the word 'national” in 
its name is 'a state-chartered bank.) One reason state banks did not readily 
convert into national banks was that during the second half of the nineteenth 
century the volume of demand deposits grew at a faster rate than the volume 
of currency. In other words, both business and banking habits changed so 
that in making a loan a bank was more likely to’ set up a deposit for the 
bori'ower than to pay out its notes. Many state banks found that they could 
get along very well without issuing notes at all. Furthermore, the conditions 
attaching to the national charters were stricter than tlrose in most states. 
National banks, for example, could not lend money on real estate at all 
until 1913, and only after 1935 were they on a par with state banks in 
this respect. Moreover, state banks often had little supervision by state 
authorities. 

Since the War between the States, then, commercial banking has been 
controlled under two systems existing side by side: the national banking 
system and the state banks of 48 separate jurisdictions. Of the approxi- 
mately 14,500 com.mercial banks in the United States, 5,000 are national 
banks, the remainder being state banks. 

It is necessaiy now to examine the main features of the national banking 
system during the period between 1865 and 1913, when the Federal Reserve 
^System was established. The national bank note, which beginning in 1865 
gave the country a safe and uniform bank-note currency, has been described. 
The operation of the correspondent relationship among banks was also an 
impoitant feature of the national banking system, and indeed still is, 
although the Federal Reserve System greatly changed some of the results 
of the correspondent relationship. A correspondent bank is a bank among 
whose depositors are other banks. To fflustrate: bank A is a small bank 
situated in a 'Small to^n. Tp '‘serve to' eiistomers bank A finds Jt convenient' 
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to maintain a deposit in bank B, which is located in a near-by large city. 
By writing checks on its deposit in bank B, bank A can buy government 
bonds, or make other large payments. Bank B, in turn, has a correspondent 
in New York City and maintains a deposit with the New York bank. The 
New York bank will probably have a correspondent bank in London, with 
which it keeps a deposit in English pounds sterling. The four banks are thus 
linked together. Suppose that someone in the small town decides to import 
British goods. He goes to bank A to arrange to pay the British exporter. 
Bank A can facilitate the transaction for him, because it has a correspondent 
arrangement with bank B, which has one with the New York bank, which 
has one with the London bank to handle this very thing. Banks carry on 
considerable business with one another which is facilitated by the cor- 
respondent relationship, for one bank can easily pay another by sending it 
a check. 

Under the national banking system soon after its establishment the 
correspondent relationship was such that interbank deposits tended to pile 
up in New York City banks. Small banks kept their deposits (or balances) 
with correspondent banks in larger cities, and these banks kept their 
correspondent balances in banks in New York. Banks outside New York 
would direct their New York correspondents to use their balances to make 
loans to finance the purchase of securities on the stock market. Hence, inter- 
bank deposits were involved with the fluctuations and the vagaries of the 
stock market. The banks maintaining deposits for other banks paid interest 
. on these deposits. It was advantageous for small banks to transfer surplus 
cash to a near-by large city or to New York for deposit and receive interest 
on it. Since these were demand deposits, the small bank could demand 
payment in cash at any time. The fact that the large banks paid interest on 
their correspondents’ balances with them meant that they actively sought the 
deposits of the small banks. The result was that in periods of financial crisis, 
when all banks were forced to pay cash to worried depositors, the cor- 
respondent system made matters worse, because small banks withdrew cash 
from banks in large cities. 

The national banking laws provided for a system of reserves behind the = 
deposits of all national banks. National banks were, and still are, divided into 
three classes determined by the size of the city in which they are located: 
central reserve city banks, in New York and Chicago; reserve city banks, in 
^ about 60 of the next largest cities; and all remaining banks, 'country banks/" 
Before 1913, the law required that central reserve city banks have on hand 
an amount of gold or other Treasury currency equal to at least 25 per cent 
of their demand deposits. The reserve city banks also were required to have 
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a minimum reserve against deposits of 25 per cent; but only half their 
minimum reserve had to be in cash on hand; the other half could consist of 
deposits in central reserve city banks, i.e., with correspondent banks. The 
country banks' minimum reserve was 15 per cent, of which two fifths had 
to be cash on hand; the remainder could be in the form of deposits in 
correspondent reserve city banks or central reserve city banks. 

Weaknesses of the National Banking System 

The national banking system in effect after 1865 was an improvement over 
the system which preceded it, but it had serious defects. The national bank 
note possessed the virtues of safety and uniformity, but it failed to meet the 
needs of the country because it was "inelastic." The total volume of national 
bank notes could not be expanded to meet seasonal needs, especially at 
harvest times; sometimes there was an actual shortage of currency. For many 
years before the adoption of the Federal Reserve System in 1913, agitation 
for banking reform centered around the problem of how to establish a 
bank-note currency which would expand and contract according to the 
demand for currency, i.e., in accordance with changes in the level of national 
income and with seasonal changes. 

Furthermore, the deposit-reserve system for the national banks was faulty. 
Each national bank kept its own reserves except for that part of its reser\'e 
funds which was deposited with correspondent banks, but no individual or 
organization was responsible for the reserves of the banks as a whole. As has 
been said, the correspondent system led to a worsening of confidence during 
times of crisis for it frequently happened that reserve city and country banks 
made "runs" on central reserve city banks to reassume their deposits, while 
the latter would try individually to protect their own positions by holding to 
their own gold or other cash reserves. Furthermore, the Federal government 
contributed to the instability of the banking system as a result of the opera- 
tions of the Independent Treasury. At a time when tax collections exceeded 
expenditures the Treasury would drain the banks of the gold coins and 
Treasury currency which were a part of their reserves; at a time when fed- 
eral expenditures exceeded tax collections, the Treasury would pour cash 
into the banking system. With many circumstances contributing, the banks 
of the country on several occasions had to shut their doors and business was 
paralyzed for days or weeks because of the sudden failure of the money 
system to function. 

The major defects of the national banking system can be summarized by 
stating that the United States, unlike several other major countries during 
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the nineteenth century, lacked a central bank, or a central banking system. 
The functions of a central bank are these: (1) to issue notes; (2) to-^naintain 
the gold reserves of the country; (3) to maintain the reserves behind the 
demand deposits of commercial banks; (4) to act as fiscal agent to the national 
government; (5) to exercise supervision over the entire money system. 
Central banking functions can be performed without a central bank. Thus 
under the national banking laws control of the bank-note issue was exercised 
by the Treasury, although it is a central bank function. In the United States 
as well as in other countries during the 1930's some of these functions were 
transferred to the Treasuries, i.e., directly to the administrative government. 

After the depression of 1907-08, agitation for banking reform in the 
United States was intensified with the result that the Federal Reserve Act 
of 1913 was passed. This act provided for the Federal Reserve System, 
which was effectively a reform of the existing banking procedure although 
not a complete refonnation of it, for it actually superimposed new controls 
on the existing banking structure. 


THE FEDERAL RESERVE SYSTEM 

The basic structure of the Federal Reserve System may be described 
briefly. The Board of Governors of the Federal Reserve System exercises 
top control. Tliere are seven governors, each appointed by the President 
of the United States for a 14-year term at a salary of $15,000. Appointments 
are by and with the advice and consent of the United States Senate. Under 
the Federal Reserve Act and its various amendments, tlie Board of Governors, 
whose offices are in Washington, D. C., supervises the Federal Reserve 
System, which consists of the Federal reserve banks. There are 12 Federal 
reserve banks, located in Boston, New York, Cleveland, Chicago, Philadel- 
phia, Richmond, Atlanta, St. Louis, Dallas, Kansas City, Minneapolis, and 
San Francisco. Each of these cities is in a Federal reserve district in which 
there are one or more branch offices of the Federal reserve bank. 

. The United States has a central banking system rather than a central 
bank; instead of a single central bank with branches in major cities, there 
are 12 co-ordinated central banks. The purpose of Congress in establishing 
the Federal Reserve System in this form was determined somewhat by a 
traditional fear of concentrated financial authority. Both the first and second 
Banks of the United States had aroused political hostility, and even a 
century later Congress harbored a suspicion of a large national bank. 
. Another reason for the multiple banks: is the geographical size and the 
[diversity of economic conditions within, States. Each Federal 
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reserve bank is able to handle problems peculiar to its own district with 
an understanding of local conditions and with the facility of being readily 
accessible. Thus the Federal reserve banks are to some extent permitted to 
make autonomous decisions. 

The Federal reserve banks are not owned by the Federal government but 
by those commercial banks which are memhers of the system. Member 
banks, as they are called, consist of all national banks— required by law to 
be members— and a number of state banks. At the end of 1946, of the 6,900 
member banks 5,007 were national banks and 1,893 were state banks. Since 
there are 9,040 state banks in the United States, only a fifth are members, 
but these are generally the larger state banks and more than a fifth of the 
volume of activities of state banks is rejpresented in the Federal Reserve 
Sy^stem. The Federal Reserve Act requires a member bank to buy stock in 
the Federal reserve bank of its district. The stock subscription required is 
6 per cent of the member banks paid-up capital and surplus; ^ one half of 
the subscription must actually be paid in. On the stock the member banks 
receive dividends. At the outset of the Reserve System the member banks 
were required to pay for their stock in gold, so that a large part of the gold 
held by the commercial banks w^as in this way transferred to the Federal 
reserve banks. 

Each Federal reserve bank has nine directors. Six of these directors are 
elected by the member banks (the stockholders), and three are appointed 
by the Board of Governors of die Federal Reserve System. Three of the six 
directors elected by the member banks must be professional bankers; the 
other three must represent other branches of business. The three directors 
appointed by the Board of Governors are intended to represent the general 
public interest. One of these three is known as the Federal Reserve Agent, 
and he also serves as chairman of the board of directors. The Federal 
Reserve Agent is ihe direct and full-time representative of the Board of 
Governors at each Reserve bank. Among his specific duties is the issuance 
of Federal reserve notes and the holding of the securities behind the 
Federal reserve notes. The board of directors appoints a president and 
vice-president who must be approved by the Board of Governors, The 
president and the other officers are the actual operating heads of the Reserve 
banks, for the boards of directors meet only to discuss and establish general 
policy. Control over the Federal Reserve System is thus a dmded control 
between the federal officers in Washington and the men chosen by banks ; 
in the different sections of the country^ . ' . 

^ The' paid-up capital arid- surplus' of a hank is m amount which represents what the 
stockholders originally paid in, together wiffi ffie profits retained in the bank. 
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In examining the functions of the Federal reserve banks, it is important 
to consider them as bankers’ banks. With certain unimportant exceptions,^ 
the Reserve banks do not deal with individuals or business corporations at 
all Their principal relations are with commercial banks and with the Federal 
government. Deposits with the Federal reserve banks are maintained by 
member banks, the United States Treasury, and other federal agencies, 
foreign governments, and foreign central banks. Of these, member bank 
deposits and Treasury deposits are by far the most important. 

Member bank deposits, also called member bank balances, are the 
reserves of the member banks behind their own deposit liabilities. Minimum 
reserve requirements for the demand deposits of member banks are 13, 10, 
and 7 per cent for central reserve city, reserve city, and country banks, 
respectively. The Banking Act of 1935 authorized the Board of Governors 
at its discretion to raise legal reserve requirements up to 26, 20, and 14 
per cent. This it did in 1936 and 1937. The requirement for central reserve 
city banks was lowered to 20 per cent during the war years where it now 
stands. For time deposits, the requirements are lower: formerly 3 per cent, 
now up to 6 per cent for all member banks. Table 18 gives the legally 
required reserves. 


Table 78 LEGAL RESERVES 


Demand deposits Time deposits 

Maximum Minimum Maximum Minimum 


Central reserve city banks 
Reserve city banks 
Country banks 


If a member bank in a large city has demand deposits of 10 million dol- 
lars, i.e., it owes its depositors that mucji on demand, it must itself main- 
tain a deposit of at least 2 million dollars with the Federal reserve bank 
in its district. To the member bank its own demand deposits are a liability, . 
while its reserve balance (or deposit) is an asset. To the Federal reserve 
bank, the 2 million dollars is a liability; it too must be able to pay the 
amount in cash on demand of the member bank. In practice, member banks 
keep varying excess reserves on deposit with their Reserve banks, which 
are amounts more than the legally required minimum. During the latter 
part of the 1930’s total excess reserves were very large. 

2 Under legislation passed in 19,34 the Federal reserve banks may make loans to 
business firms wliich are unable to borrow from commercial banks but can prove to 


baiife,;that'"they .d 
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A member bank can increase the size of its reserv^e bank balance in a 
number of different ways, by depositing currency, by depositing proceeds 
from the sale of its government securities, or by depositing checks written 
on one of its correspondent banks. In brief, a member bank can convert 
some of its assets into money and transfer the money into an increase in 
its reserve bank balance; similarly, a member bank’s balance can be de- 
creased if it withdraws currency from a Reserve bank. The transactions of 
a commercial bank are such that its reserve balance may be deg’eased or 
increased often. The bank must therefore watch its reserve position closely 
to avoid allowing its reserve balance to fall below the legal minimum. 

The reserves of all member banks thus consist of their deposit balances 
with Federal reserve banks. In addition, a commercial bank always keeps 
on hand a supply of currency to meet the demands made upon it for cash 
either by check or deposit withdrawals in currency. The business charac- 
teristics of a community (such as the amount and frequency of pay-rolls) 
govern fluctuations in the demand for currency, so that a bank is able to 
determine easily the amounts to keep on hand. For member banks there 
are no legal requirements for currency on hand, or till money as it is= also 
called, since legal reserve requirements apply only to the deposits which 
the member banks must keep with the Federal reserve banks. Thus, the 
reserves behind the demand deposits of the member banks are centi*alized 
in the 12 Reserve banks. Before the Federal Reserve System was estab- 
lished, as already obseiwed, each national bank was responsible for its own 
reserves and these were therefore scattered in thousands of places. A sys- 
tem of concentrated reserves is more effective than one of dispersed re- 
serves. Percentage reserve requirements have been lower under the Fed- 
eral Reserve System than they were under the national banking system. 

Most advantageously, the Federal reserve b?nks have so operated that 
they can provide member banks with additional reserves as needed. One 
of the basic faults of the national banking system was that the individual 
commercial bank could not depend on a central bank for aid during a 
temporary difficulty. Under the Federal Reserve System member banks 
can borrow from the Reserve banks. Until the 1930 s the principal method 
by which a member bank borrowed from a Reserve bank was by redis- 
counting, which die framers of the original act of 1913 intended, in fact, 
to be the only method of borrowing. Rediscounting can be illusti'ated as 
follows: A wholesaler goes to a commercial bank to borrow mone}^ to 
finance a shipment of goods. The wholesaler wants $100,000 for 90 days, 
in which time he expects to have sold the merchandise and so repay the 
. loan. To borrow the money from the banlq' he,- signs a note, after providing 
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adequate assurance that the loan is for the purpose of financing a legiti- 
mate commercial transaction. The bank then discounts the note, i.e., it 
lends the money minus the interest deducted in advance, If the bank 
charges 6 per cent interest, this would be 1% per cent for 90 days (a quar- 
ter of a year), and on $100,000 the charge is $1,500. Hence the bank lends 
$98,500, and the wholesaler must repay $100,000 in 90 days. For the sake 
of this’ illustration, assume that 30 days later the bank itself needs more 
money, because the payments the bank has made exceed those it has re- 
ceived and its reserve balance falls too low. (Or the bank could need moi*e 
money if its own business had grown so much, and its deposit liabilities 
too, that again its reserve balance is inadequate.) The member bank now 



goes to the Federal reserve bank and rediscounts the wholesaler's note (or 
'commercial paper’). The note still has 60 days to run, so if the Reserve 
bank’s interest charge ('rediscount rate”) is 1% per cent per annum it 
deducts % of 1 per cent from the face value of the note. This means that 
tire Reserve bank lends $99,750 to the member bank. This sum is added to 
the deposit balance of the member bank in the same manner that the 
member bank, in making the original loan, add^d the $98,500 to the whole- 
saler’s deposit balance. At the end of the 90-day period, the Reserve bank 
presents the note to the member bank for payment of the $100,000, and 
the member bank then presents it to the wholesaler for his payment. 

Anotlier way for a member bank to borrow from a Reserve bank is by 
means of an 'advance.” This means that the member bank puts up govern- 
ment bonds as a security and borrows on its own note. During the 1930’s 
rediscounting and advances were quite unimportant in the operations of 
the Fedei’al Reserve Svstem, because the member banks had excess re- 
serves. A member bank must have adequate security to borrow from the 
Reserve bank: government Sonds, or notes signed by businessmen to whom 
the bank itself has made a loan.' In the period from 1930 to 1933 one rea- 
son that so many banks failed was that their inability to provide adequate 
security disqualified requests for aid from the Federal Reserve System. 
Some commercial banks, however, were given emergency help by the Re- 
construction Finance Corporation (established in 1932) which provided 
funds by buying their preferred stock. 

; An important technical function of the Federal reseiwe banks is the clear- 
ing and collection of checks. In a small town where there is only one com- 
; mercial bank there is no large handling problem connected with checks 
written in die course of tire town^s , business, for most local businessmen 
will keep deposit bakndes,. with; A one another mostly with 

checks. Tphq bank simply by the checks 
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from the deposit of one person to another. The use of currency is mini- 
mized, and a large volume of transactions is financed by pen and ink on 
checks and on the deposit ledgers of the bank. In a large city where there 
are several banks a clearing system is necessary. To examine the simplest 
case, assume that Mr. A, whose bank is the First National, pays Mr. B with 
a $100 check. Mr. B’s bank is the Second National. At the same time, 
Mr. G, whose bank is the Second National, pays Mr. D with a $100 check 
Mr. D’s bank is the First National. Mr. B, the first payee, deposits the 
check drawn on the First National with the Second National, and Mr. D 
deposits the check drawn on the Second National with the First National. 
The two banks owe each other $100. It is obviously simpler for them to 
reconcile their debts by ledger than to exchange currency. But they do 
exchange checks, the First National debiting Mr. A’s deposit account and 
crediting Mr. D’s, the Second National debiting Mr. C and crediting Mr. B. 

In every city where there are several banks, on the other hand, there is 
a clearinghouse, an organization set up by the banks themselves to facili- 
tate the clearing of checks. The amounts due to and owed by each bank 
by all the others are compared, and only the difference must be paid by or 
to a bank. Checks are usually cleared every day. The clearing of checks is 
another aspect of the convenience of using demand deposits as money, for 
vast payments can be made by checks drawn on several banks but only 
small amounts of currency need be used. As a matter of fact, if a bank 
owes a clearing balance it usually pays it with a check drawn on one of 
its correspondents or drawn on a Federal reserve bank. 

When checks are sent from one city to another the clearing process is 
more complicated. Assume that a company in New York City receives a 
check from a company in San Francisco. The check is drawn on a San 
Francisco bank, but is of course deposited with a New York bank. The 
New York bank, noting that the check is on a San Francisco bank, deposits 
it with the Federal reserve bank of New^ York, which in turn sends the 
check to the Federal reserve bank of San Francisco for final presentation 
to the bank on which it was originally drawn. As a result, the reserve bal- 
ance of the New York commercial bank has been increased, and the reseiwe 
balance of the San Francisco commercial bank has been decreased. The 
New York Reserve bank is owed the amount of the check by the San Fran- 
cisco Reserve bank. Tliis debt, like a debt between commercial banks, is 
cleared among the Reserve banks, although instead of through a clearing- 
house, final settlement is made through an arrangement called the Inter- 
district Settlement Fund. V . \ 


Finally, .the of intercity, checks me cleared through_ the Fed- 
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eral reserve banks, some clearing of checks is also done tlirougli the cor- 
respondent relationships among commercial banks. The efBcient clearing 
system set up by the Federal reserve banks is a tremendous improvement 
over the cumbersome and slow mechanism which existed under the na- 
tional banking system. For instance, under the Federal Reserve System 
member banks and most nonmember banks pay checks at par, but formerly 
banks were accustomed to making a charge on out-of-town checks, *to the 
annoyance and expense of business. 

Besides being bankers' banks, the Federal reserve banks are bankers— 
“fiscal agents' — to the Federal government. The United States Treasury 
maintains a large deposit with the Federal reserve banks, as well as with 
commercial banks. The Treasury’s deposit with the Reserve banks acts as 
a cushion between Treasury financial operations and the commercial bank- 
ing system, as is shown in the next chapter. Since 1934 the Reserve System 
has carried on foreign exchange operations and gold transactions for the 
Treasury. The Reserve banks handle the initial stages of the sale of new 
Treasury bonds and other marketable federal securities. In addition, the 
Resei've banks on occasion directly buy the Treasury’s short-term obliga- 
tions, which means in effect that the Reserve banks make short-term loans 
to the Treasury. Such a practice was formerly regarded as dangerous; for 
a central bank to lend directly to a Treasury was considered a step toward 
disastrous inflation. 

The functions of the Board of Governors of the Federal Reserve System 
are concerned mainly with its general supervision of the organization. 
Within the limits set fortli by Congress, the Board can prescribe the re- 
serve requirements of the member banks. It also approves the rediscount, 
i.e., interest rates charged by Reserve banks to member banks on loans. 
The seven members of the Board of Governors, together with five commit- 
teemen chosen by the- Federal reserve banks, constitute the Federal Open- 
Market Committee. This committee decides for all Federal reserve banks 
what kinds and amounts of Treasury bonds and other securities the Federal 
reserve banks shall buy, sell, and hold. Formerly, each Reserve bank was 
free to decide on its own open-market operations, i.e., the jpurchase and 
sale of government bonds by the Reserve banks, but since 1935 these opera- 
tions have been under the direction of the Federal Open-Market Com- 
mittee. The committee has also co-operated closely with the Treasury De- 
partment in the issue of new securities. Another body which acts with the 
Board of Governors is the FederaT Advisory Council, which is composed 
of one person from each Federal reserve district Its purpose is to give the 
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Board the advice of men experienced in the banking problems of each 
district, but its importance in the banking system is not great. 

Besides its control over the Reserve System and over the member banks, 
the Board of Governors has still other financial responsibilities. One of these, 
delegated to the Board by the Securities Exchange Act of 1934, is the regu- 
lation of margin requirements in the purchase of securities on the stock 
market To buy stocks on margin means that the purchaser puts up money 
of his own— the margin— and borrows the remainder, the stocks themselves 
being the security for the loan. So if someone buys stocks with a market 
value of $10,000 and pays only $5,000 of his own money, borrowing the 
other $5,000 from a stockbroker or bank, he is operating on a 50 per cent 
margin. When stocks are bought on margin, the amount bought is larger 
than the available cash resources of the buyers. Hence margin purchases 
incx*ease demand, and thus tend to drive the prices of stocks higher in a 
rising market. The belief that margin buying made the stock market more 
unstable led to the 1934 measure giving the Board of Governors the power 
to regulate margin requirements. In recent years margin requirements have 
been set by the Board at various levels between 50 per cent and 100 per 
cent. It must be added, however, that the stock market has not gained 
appreciably in stability through this regulation. 

Another regulation that has been enforced by the Board is "Regulation 
governing consumer credit during and immediately after World 
War 11. Under it, the Board prescribed down payments on consumer dur- 
able goods, the length of time that loans to individuals could run, the 
schedule for payment of charge accounts, and similar matters. The purpose 
during the war period was to limit consumer spending by curbing the 
amounts consumers could borrow in various w^ays. 

DEPOSIT INSURANCE 

During the early years of the depression of the 1930's thousands of banks 
failed. A bank fails when it is unable to meet its obligations, particularly 
its obligation to pay its demand depositors in currency. The depositors 
suffer a loss; their deposits are not convertible into currency and cannot be 
used for making payments. Usually, the loss to the depositors is not a total 
one, because the bank has some assets which can be sold to obtain cur- 
rency to be divided among depositors. The losses suffered by individuals 
and business concerns during the early 1930's were so great, and such was 
the general loss of confidence in banks, that Congress was moved in 1933 
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to set up a system of deposit insurance along with other banking and 
monetary reforms. • 

In the history of the banking system there has usually been an effort to 
protect the public from loss from bad bank notes. Losses did occur before 
the War between the States, but the national bank note was always safe, 
whatever its drawbacks from other standpoints. The Federal reserve note 
is itself surrounded by safeguard after safeguard. The United States gov- 
ernment itself has provided directly for the safety of bank notes. But not 
until federal deposit insurance went into effect in 1934 was there direct 
protection afforded the bank depositor, whose money was only in part 
secured by the requirements of minimum legal reserves. Previously, if a 
national bank failed the holders of the national bank notes issued by the 
bank did not lose, for their notes were secured by bonds and by a gold 
fund maintained by the Treasury; but the depositors lost. 

Before 1933 many of the state governments had enacted laws concerning 
deposit insurance or guaranty, but these efforts to protect depositors were 
generally not very successful. In the opinion of most observers they could 
not have been, because the prevention of failures is the proper policy to 
pursue, rather than the establishment of an insurance fund to pay the 
depositors of failed banks. But Congress, influenced not so much by state 
experience as by the spectacle of the losses to depositors, went against con- 
servative opinion and established a system of deposit insurance. 

Under the legislation of 1933, as it was amended in 1935, member banks 
are required and nonmember banks may elect, to insure their deposits 
with the Federal Deposit Insurance Corporation. The Corporation has three 
directors, two appointed by the President of the United States, the third 
one being the Comptroller of the Currency. The original capital of the 
Corporation was contributed by the Treasury in the amount of 150 million 
dollars, and by the Federal reserve banks in the amount of 140 million 
dollars, which represented over half of their accumulated profits. The total 
capital was approximately 290 million dollars. Each insured bank pays 
into the Federal Deposit Insurance Corporation an amount equal to %2 
of 1 per cent per annum of its total deposits. Deposits of , individual de- 
positors are insured by the Corporation only up to $5,000. Hence, if an 
individual has a $10,000 balance in a bank which fails, he will be paid 
$5,000 by the FDIC, but the other $5,000 in his case may or may not be 
paid, depending upon what can be^ salvaged from the failed bank. Almost 
every bank in the country, including many not members of the Federal 
Reserve ’System',, has insured its .‘deposits in this way. The Federal Deposit 
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Insurance Corporation has the power to examine the banks whose deposits 
it insure, and it has sought, often successfully, to prevent bank failures. 
In some cases, it has persuaded a large bank to take over a small and weak 
one, thus obviating the suspension of the latter. In other cases it has pre- 
vented failure by helping a bank over temporary difficulties. Despite this, 
however, there were 291 bank failures in the period 1935-39 as compared 
with 8,800 in the period 1930-33; the deposits in these banks were about 
126 million dollars, of which 40 million dollars were held by noniiisured 
banks. Thus bank depositors continued to suffer losses, although on a much 
reduced scale. Bank suspensions dropped off considerably during World 
War II; in 1945 there were none at all. Since 1934 bank failures can be 
attributed almost entirely to mismanagement. Of the 14,500 banks in the 
country, it appears inevitable that every year a few will fail, but these 
are usually small banks in careless or incompetent hands. 

Reasons for Non-Membership 

Of the 14,500 banks only about 6,900 are member banks. Why are there 
more nonmember commercial banks than member banks? There are sev- 
eral reasons for this situation— a situation which limits the effectiveness of 
the controls exercised by the Federal Reserve System,^ Many state banks 
do not join the system because they wish to continue to charge a fee (‘ex- 
change”) for paying checks sent in to them from out of town; as member 
banks tliey would have to pay the checks at face value (“"par”). Since die 
minimum capital requirements of many states are lower than Federal re- 
serve requirements, some small banks are ineligible to become members. 
Furthermore, the reserve requirements for deposits are not maintained so 
rigorously in many states as those of the Federal Reserve System, just as 
in general the regulations applying to member banks are stricter than many 
applied to state banks. For example, the Federal Reserve Act prohibits a 
member bank from making a loan of more than $2,500 to an executive 
officer of the bank. State laws vary on this point but the state requirements 
are generally easier. Finally, some bankers simply seek to avoid federal 
regulation on top of the state regulation to which they must submit, al- 
though most bankers willingly submit to the regulations concerning federal 
deposit insurance for the sake of obtaining the advertising value of deposit 
insurance. 

’ ® Cf. B. Magruder Wingfield, ‘'"Deterrents- to Membership in tlie Reserve System/' 
Banking Studies^yBourd bf Govemoi^/ojEffie Federal R^erve System, 194L. - 
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BRANCH, CHAIN, AND GROUP BANKING 

Tlie banking system of the United States is strikingly different from that 
of other countries. Perhaps in no single respect is the difference greater 
than in branch banking. If the American banking system were like the 
Canadian, allowing for the difference in the size of the two countries, the 
United States would have possibly 100 banks instead of 14,500. Canada, 
Great Britain, arid France have a few very large banks, with branch offices 
everywhere. A businessman in these countries deals with a branch of a 
large bank controlling the affairs of perhaps hundreds of branches. 

In the United States, “unit” banking has always dominated. A unit bank 
is a banking corporation which transacts all of its business in a single offfce, 
in contrast to a branch bank which is a corporation which operates several 
branches in different cities by directing them from a single head office. 
The advantages of branch banking are: (1) risks are dispersed, so that 
while a crop failure in one part of the country may cause heavy losses to 
one branch, it will not affect seriously a whole branch system; (2) a branch 
bank may develop banking talent and ability to a higher degree, because 
young men can be given experience progressively through various branches 
with the result that those who reach the head ofBce tend to be trained, 
experienced, able, and sound; (3) the managers of branch banks are said 
to be less likely to make bad loans because they are less influenced by 
local and personal considerations; (4) branch banks, being parts of a large 
S3^stem, have large resources and can thus meet strains more easily than 
smaller unit banks. It is true that branch banks and branch banking sys- 
tems have a commendable record of but few failures. Canada, for example, 
was as hard hit by the depression of the 1930's as the United States but 
suffered no bank failures, in contrast to the thousands in the United States, 
where failures occur even in prosperous times. 

On the other hand, proponents of unit banking have claimed that branch 
banking is inflexible and unadaptable to the special needs of each com- 
munity; important decisions affecting a locality are made by “absentee” 
bankers. Under unit banking, local men who know the community thor- 
oughly are the bankers. Above all, unit banking represents a greater degree 
of freedom of enterprise in banking, for a new bank can be established more 
easily under this system. It has been objected, however, that the unit bank- 
ing system enables a few persons who can raise a relatively small capital 
to start a bank and thus allows many unfit persons to enter the banking 
business. From the long view it may be recognized that the resentment 
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in the early nineteenth century against the first and second Banks of the 
United Spates reappeared later in opposition to branch banking. 

Since the beginning of the 1920’s, however, branch banking has grown 
in many sections of the United States. Over two thirds of the states permit 
some form of branch banking, whether it is restricted to the head-office 
city, to the head-office county, or allowed throughout the state. The original 
National Bank Act did not consider branches at all, but gradually the laws 
have been changed, so that by the 1930 s national banks were in principle 
permitted to establish branches within states on about the same terms as 
state banks. The growth of branch banking is indicated by the fact that 
there were in 1920 approximately 1,500 branches; in 1930, 3,500; in 
1946, 4,000 branches. Branch banking is prominent in California and New 
York. Many of the branch banks are small, operating only one or two 
branches each. 

''Chain banking” means the control of several independently incorpor- 
ated banks by one or more individuals.^ Each bank in a chain is a separate 
legal entity with its own stockholders and directors, but each is controlled 
by Individuals having a controlling stock interest in the chain. Chain bank- 
ing thus resembles branch banking in that several banking offices are con- 
trolled by one unit. In contrast to branch banking, chain banking has 
invoked only slight attention by state and federal lawmakers. At the end 
of 1939 there were 96 chain systems in the United States, most of which 
operated within restricted areas. The greatest concentration of chain bank- 
ing has been in a few Middle Western states, especially where branch 
banking is prohibited or restricted. As branch banking has spread, chain 
banking has tended to decline. 

Group banking is still another fonn of multiple office banking. Several 
independently incorporated banks are controlled directly or indirectly by 
a corporation under this system, instead of hy individuals, as in chain 
banking. Usually control is exercised by a holding company which may 
be the key bank in the system. Like chain banking, group banking has not 
been subjected to much direct regulation. Under the provisions of the 
Banking Act of 1933, however, the Board of Governors of the Federal Re- 
serx^e System has a certain amount of regulatory authority over those 
holding companies which control member banks. At the end of 1939 there 
were 41 group banking systems in the United States, chiefly centered in 
those states which have little or no branch banking. 

^ C. E. Cagle, ''Branch, Chain, -arid Group Banking^ Banking Studies, Board of 
Governors of tire Federal Reserve System, 1941. 
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BANKS AND THE CONTROL OF MONEY ; ■ 

The structure of tlie banking system in the United States is complicated 
in part because of the country's vast size but mostly because the free 
enterprise system has allowed banking activities to proliferate and expand 
while legislative control has been sporadic and diversified. The national 
banks are subject to a large set of federal laws, the state banks to 48 sepa- 
rate legal codes; the Federal Reserve Act and its amendments applies to 
the Federal reserve banks, to the national banks, and to some of the state 
banks. Another aspect of the complexity of law and administration is to 
be found in the methods of bank examination. A national bank is examined 
by examiners from the office of the Comptroller of the Currency; it may 
also be examined by the Federal Reserve authorities and by the Federal 
Deposit Insurance Corporation. Similarly, a state bank could be examined 
by two or three different authorities. 

It is necessary to emphasize the complexity of banking in the United 
States, for it is this condition which makes the control of money variable 
and difficult. It has been shown that the demand deposits of commercial 
banks are money. The operation of banking therefore determines the supply 
of money in the economy, but banking decisions and activities are not 
entirely regulated by the Federal Reserve System, since there are non- 
member banks in great number, or entirely by state laws for these are 
not uniform. The practices of individual banks, of relations between banks 
throughout the country, of the Federal Reserve System, together with the 
policies of business, of depositors, of government— these determine the 
economy's supply of money. 


CHAPTER 


10 


The Functioning of the Banking System 


Within the structure of the American banking system, the main banking 
functions relate to demand deposits* These functions may be analyzed in 
teriBS^ of (l)dherela,tiDn 'of -reserves ’to demand deposits, (2) the expansion 
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and contraction of demand deposits, and (3) the mechanism by which the 
Federal |leserve authorities control the resei*ves behind demand dej)Osits. 
Because demand deposits constitute the larger part of the total supply of 
money, they constitute the most important element in the working of money 
systems. 

ASSETS AND LIABILITIES OF COMMERCIAL BANKS 

To’ business corporations and to individuals the demand* deposits owned 
by them are assets; to commercial banks, however, their demand deposits 
are liabilities. Demand deposits are debts which the banks owe to their 
depositors. This can be seen in Table 19, a simplified balance sheet of a 
commercial banlc.^ 

Table 79 STATEMENT OF BANK A 


Assets 


(1) 

Cash (currency on hand) 

$ 500,000 

(2) 

Reserve with Federal reserve bank 

4,000,000 

(3) 

Deposits with other banks 

1,000,000 

(4) 

Government bonds 

12,000,000 

(5) 

Loans' ' 

6,000,000 

(6) 

Bank building, equipment, etc. 

200,000 


Total 

23,700,000 


Liabilities 


(7) 

Demand deposits 

$18,000,000 

(8) 

Time deposits 

4,000,000 

(9) 

Capital stock 

1,000,000 

(10) 

Surplus 

500,000 

(11) 

Undivided profits 

200,000 


Total 

23,700.000 


First of the assets is cash, or currency on hand, consisting of coins and 
bills (mostly Federal reserve notes), which the bank requires to cash checks 
presented to it and to meet withdrawals of deposits. The bank s reserve (2) 
with the Federal reserve bank is $4,000,000. This reserve is a deposit, or 
balance, to the credit of the bank. Suppose that the bank is a resen'e city 
bank. Then its minimum legal reserve is 20 per cent of its demand deposits 

^ Assets and liabilities of lesser importance which would rfonnaliy appear in a bankas 
financial statement, but which are not relevant to the present explanation, are omitted 
, in this hypothetical statement. 
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and 6 per cent of its time deposits. Since demand deposits (7) and time 
deposits (8) are $18,000,000 and $4,000,000, respectively, the bank’s mini- 
mum reserve requirements must be $3,840,000. Its excess reserves are there- 
fore $160,000. The amount of excess reserve in these circumstances is not 
very large. The bank, however, has deposits with other banks (3) of 
$1,000,000, and by writing checks on these deposits, can transfer part of 
them to its Federal reserve balance at any time; if it needs an additional 
$100,000 in reserve it can wiite a check on its balance or deposit in the 
correspondent bank. This reduces the reserve balance of the correspondent 
at the Federal reserve bank and increases the reserve of the receiving bank. 
The largest single asset of the bank consists of government bonds (4). Gov- 
ernment bonds are sometimes spoken of as the secondary reserves of com- 
mercial banks, because government bonds can'^always be sold by any one 
bank quickly and with slight risk of serious loss. The item loans (5) is an 
asset because it represents the promissory notes of businessmen and other 
borrowers from the bank. The notes, promises to pay specified sums, col- 
lectively are usually referred to as the "portfolio” of the bank. The main 
assets, excepting facilities (6), are also in realit}Fpromises to pay; currency 
on hand. Federal reserve deposit, deposits with other banks, and govern- 
ment bonds. 

The assets of the bank, therefore, are what it has— its building, equip- 
ment, etc.— and what is owed to it— all other asset items. Its liabilities are 
what it owes. In the balance sheet, bank A owes $18,000,000 payable on 
demand to one group of depositors, and $4,000,000 payable after notice 
to another group of depositors (8). The capital stock item (9) of $1,000,000 
represents the original investment of the stockholders of the bank; it is 
called a liability because the bank, as a corporation, owes this much to its 
stockholders. Likewise, surplus (10) represents past profits retained by the 
bank for the ultimate benefit of the stockholders; and undivided profits 
(11) are those the disposition of which, either as dividends or as surplus, 
is still to be decided. 

The ordinary operations of a bank can now be viewed through their 
effects upon the balance sheet of a bank. Suppose that a depositor with- 
draws $100 in cash. In this case both assets (cash) and liabilities (deposits) 
decline. If the bank’s depositors should begin to withdraw currency in. 
large amounts, the bank might find it advisable to add to its stock of cur- 
rency on hand. It can do this by withdrawing Federal reserve notes from 
the Federal reseiwe bank and thereby depleting the reserve balance. If 
depositors of the bank make large payments by means of checks to business 
films which have deposit accounts in other banks, this bank will have 
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smaller deposit liabilities and also a smaller reserve balance with the 
Federal reserve bank. The amount by which its reserve balance is reduced 
is the amount by which other banks’ reserve balances are increased. Re- 
serves are lost to a bank whenever clearing balances are adverse. 

Loss of reserves through an adverse clearing balance can be illustrated 
as follows: Suppose that on some one day the depositors of bank A write 
checks totaling $100,000. Of this amount $25,000 was paid to individuals 
and corporations also having accounts in bank A; $25,000 is therefore sim- 
ply transferred on the ledgers of the bank from one set of depositors to 
another. The other $75,000, however, is paid to persons whose deposit 
accounts are with different banks. These banks present the checks for 
payment through the clearinghouse. Now, bank A on the same day presents 
checks amounting to $25,000 through the clearinghouse for payment from 
other banks. Therefore, the net amount bank A must pay—its adverse clear- 
ing balance— is $50,000. It pays this amount by writing a check on its 
reserve balance with the Federal reserve bank. As a result, its reserves are 
lower by $50,000; its deposit liabilities to its customers are lower by the 
same amount. The $50,000 is paid through the clearinghouse to other banks, 
and their reserves are thus increased. 

Suppose, next, that a businessman obtains a loan from the bank. In the 
previous chapter it was shown that when a bank discounts the note of a 
borrower, the bank’s deposits are increased by the amount which is lent. 
In making a loan, then, a bank increases its assets, i.e., its loans and dis- 
counts, and adds to its liabilities. The bank’s assets are larger because it 
holds the note of the borrower; the banks deposit liabilities are higher 
because the borrower now has his money— in the form of a demand deposit. 
It would be possible of course for a borrower to obtain currency instead 
of a demand deposit, in which instance the bank would exchange one 
asset for another: its currency on hand decreases while 'loans” increases. 
To an extent borrowers do take currency, particularly where very small 
loans are involved, but usually the borrower gets a new deposit. Thus the 
bank’s loans and deposit liabilities both increase. 

It is customary to say that banks ''grant credit” to borrowers in making 
loans to them. The addition to his deposit which a borrower gets is often 
termed credit By the same definition, the sum total of all demand deposits 
resulting from business borrowing from commercial banks is termed hanA 
credit. But this use of the word "credit” is apt to be confusing, and should 
be avoided in precise discussion. There is, however, this much to be said 
for the use of the word "credit.” Credit means faith in the validity of a 
promise to pay. If a businessman’s credit is said to be good, it is implied 
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that those who deal with him have faith in his willingness and ability to 
meet his financial obligations; poor or bad credit implies unwillingness or 
inability. 

In this sense, banks have often been termed dealers in credit. This can 
be illustrated by a bank loan. A bank loan represents the exchange of the 
credit of a businessman for the credit of the bank. The borrower and the 
lender exchange promises to pay: the borrow^er gives the bank his promise 
to pay by his note, the bank gives the borrower its promise in the form of 
a deposit on which he can wnite checks. In this sense, then, when the bor- 
rower writes checks he transfers his claim to the bank’s promise to some- 
one else. This process of exchanging credit is one of convenience. The 
borrower could probably exchange credit with a large number of people 
with whom he deals in business— and of course promises to pay are com- 
mon in business transactions— but it is simpler to arrange credit with a 
commercial bank covering his several needs. The credit, i.e., the promises 
to pay, of commercial banks are generally acceptable at face value. 

In making a loan and in thus adding to its deposits, a commercial bank 
must face the possibility of losing reserves through adverse clearing bal- 
ances. In the illustration of bank A’s loss of clearing balance, suppose that 
the $100,000 in checks were written by a business firm which had borro'wed 
$200,000^ from bank A and was writing checks on the deposit created by 
the loan. In one day’s transactions at the clearing house, bank A had an 
(adverse) balance of $25,000 ($100,000 less $75,000 owed to it by other 
banks). The adverse clearing balance can be met by a check drawm on 
the bank’s balance with the Federal reserve bank, or by some other pay- 
ment in cash or its equivalent. The point is that a deposit created as the 
result of a loan, which for convenience can be called a loan-deposit, is 
obtained by the borrower for active use. Some of the checks written by 
a borrower, it is tme, may go to firms which are depositors of the same 
bank, in which case there is no loss of reserves. But in making loans the 
bank must be prepared to lose part of its reserves. 

It is important to distinguish between loan-deposits and primarij deposits. 
The loan-deposit has just' been explained. The primary deposit, on the other 
hand, is the result of the acquisition by the bank of a corresponding amount 
of cash. Thus, for example, if someone opens a new account, depositing 
cash (currency or a check drawn on another bank) die bank’s cash assets 
increase as much as its deposit liabilities. 

; The possibility that a bank will lose reserves when “it creates loan- 
deposits is a factor limiting its power to make new loans. This raises the 
issue of a bank’s res^ryea in; relation to its demand deposits, and hence to 
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its power to increase loans and deposits* If a bank acquires additional re- 
serves thipugh the clearing process, to what extent can it exjpand deposits? 
And if all commercial banks together obtain additional reser^^es, by how 
much might total deposits increase? 


Reserves and the Expansion of Deposiis 

The reserves required by law of commercial banks are a means of con- 
trol over the volume of deposits and therefore over all banking functions. 
The legal reserve requirements, together with the operations of the Federal 
reserve banks, limit the powers of commercial banks to add to and to 
diminish total demand deposits. 

Now, it is true that if a commercial bank acquires additional reserves 
it can increase deposits through the expansion of its loans. It is also true 
that the reserves of a commercial bank are always less than its deposits, 
as tlie statement of condition of any bank (see the statement for the hypo- 
thetical bank given previously) will demonstrate. Yet a single commercial 
bank can expand its loans and thus its deposits only by amounts about equal 
to new reserves acquired. 

There is a paradox here: On the one hand, deposits are always several 
times as large as reserves; on the other hand, a single bank cannot increase 
loans and deposits by more tlian the amount of any new reserves it gains. 
The apparent paradox has been the source of much unnecessary contro- 
versy. Bankers have often heatedly denied that banks create money, main- 
taining that banks lend out "only the dollars entrusted by depositors.” 
Monetary reformers have inclined to exaggerate the ease with which bank 
deposits are expanded. The paradox can be resolved and the whole question 
clarified by consideration of two separate cases: (1) a single or isolated 
bank, and (2) a bank which is one of many in a banking system. 

Expansion and Contraction of the Deposits of an Isolated Bank 

Imagine a community, isolated from any other, in which there is only 
one bank. The community is on a gold standard, with gold circulating in 
the form of coins and with gold as a reserve in the bank behind the paper 
currency and the demand deposits of tire bank. The legal reserve ratio for 
the bank is 20 per cent, so that for every $100 of deposits and bank notes 
(currency) outstanding the bank is required to have $20 in gold in its vaults. 
The money' system of the community’ consists of deposits, currency, and 
gold coins, deposits : being' 'the most important. ■ Hence die -people of the 



230 


THE MONETARY PROCESS 


community pay one another largely by means of checks drawn on the 
one bank; in other words, nearly all payments are accomplished ^by trans- 
fers between deposits in the books of the bank. 

The deposits of the single bank in the isolated community can increase 
if coins or currency are deposited with the bank. But if customers deposit 
currency, the currency itself goes out of existence since the currency con- 
sists of the bank's own notes. Thus deposits and currency are linked to- 
gether in such a way that if currency in circulation outside the bank in- 
creases, deposits contract; and if currency decreases, deposits expand. For 
the gold coins the relation is different: when gold coins are deposited with 
the bank, deposits increase but the coins do not, of course, cease to exist— 
they are added to the reserves of the bank. Besides a reduction in the 
amounts of coins and paper currency in circulation outside the bank, the 
important source of deposit increase is the making of loans by the bank. 
As the bank makes new loans, deposits increase; and as loans are paid off, 
deposits diminish. An increase in the total deposits of the bank means that 
the money volume of new loans is greater than the money volurne of loans 
being repaid. 

Suppose now that a new gold mine is discovered in the isolated com- 
munity. The gold recovered from the mine, less whatever amount is used 
for nonmonetary purposes, such as jewelry, will be added to the reserves 
of the bank. This will be done either directly, through ‘deposits of gold 
bars with the bank, or indirectly if the new gold is minted into coins. If all 
or part of the new gold is coined, the coins themselves could be brought 
directly to the bank for deposit, adding at the same time to the reserves 
of the bank; or the coins could be used in business payments. Should this 
happen, coins in circulation would rise to an amount in excess of business 
requirements, and the excess would be deposited. 

With larger reserves the bank is now able to expand its loans, either by 
accepting requests it had previously denied or by lowering its interest rates, 
or both. The expansion of loans involves a corresponding expansion of 
deposit liabilities. The extent of the increase in loan-deposits is given by 
the reserve ratio. Since the reserve ratio is 20 per cent, new deposits can 
be created to the extent of five times the addition to reserves. The ultimate 
increase of new deposits from a given increase in reserves is therefore in 
proportion to the reciprocal of the reserve ratio. 

Note that the isolated bank creates new deposits, and in so doing creates 
money. It can always do this provided it has the necessary reserves. Be- 
cause it operates on a system of partial reserves, the bank can create de- 
posits; which are not fully backed by reserves. With a reserve ratio of 20 
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per cent, the isolated bank can create five dollars of new deposits for each 
one dollar of new reserves. The isolated bank need not fear that it will 
lose reserves, because there is no other bank to which to lose them. Only 
if gold coins were hoarded could the bank lose reserves. Such, then, would 
be the relation of deposits (and loans) to reserves in an isolated bank. But 
no isolated banks exist; hence, an actual multiple-bank system must be 
considered. 


Expansion of Deposits in a Multiple-unit Bonking System 

The nearly 15,000 banks in the United States are part of an exceedingly 
complex system. To show how an addition to bank reserves can increase 
the total deposits of all banks in the system, and in particular, to show 
that the proportionate increase in deposits can be as great as the reciprocal 
of the reserve ratio, requires some simplification in illustration. Of course, 
expansion of total deposits when reserves increase does happen; in fact, 
such expansion has always been characteristic of banking systems. The real 
question is just how the expansion takes place. The process can be illus- 
trated by means of an arithmetical example, with certain simplifications. 
Assume, first, that all banks have the reserve ratio of 20 per cent. Second, 
assume that all banks are "loaned up,’" that is, no bank has any excess 
reserves at all— their existing reserves are exactly 20 per cent of their 
existing deposits. Moreover, each bank has to turn down requests for loans, 
but there are borrowers of good standing who are waiting to borrow funds 
when the banks are able to lend them. Third, assume that the practice of 
all banks is to maintain a reserve of 20 per cent behind all new primary 
deposits, and a reserve of 100 per cent behind all new loan deposits. Fourth, 
assume that if any bank is able to increase its loans, the entire amount is 
always taken by one borrower, who promptly writes a check on the entire 
payment to someone whose own bank is a different one. 

Now, suppose that a shipment of $1,000,000 of gold is made to the United 
States. This is one way in which there can be a net increase in total bank 
reserves. The shipment of gold is made from London; the shipper consigns 
the gold to bank A in New York. Why is gold sent from London to New 
York? It is sufficient for present purposes to say that the shipper in London 
needs American dollars for trading and is buying them with gold. Bank A, 
then, sets up a deposit to the credit of the Londoner. The gold itself must 
be turned over to the United States Treasury, and bank A handles this 
throtigh the Federal reserve bank, of ,New York. Bank A turns over title 
,to the gold to the Reserve bank and receives an increase in its reserve bal-' 
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ance of $1,000,000. The Federal reserve bank transfers , the gold to the 
Treasiiiy, receiving $1,000,000 in gold certificates. 

It may be noted in passing that although the gold may have been taken 
from the ground in South Africa, only to be buried in the ground at Fort 
Knox, Kentucky, it has nevertheless performed a monetary function. In 
coming to the United States it increased both member bank reserves and 
the reserves of the Federal Reserve System. The gold was used in just as 
effective a way as if it had actually been turned into coins and the coins 
put into circulation. For, if new coins are added to those already in circu- 
lation and if there is no other change, the new coins will be in excess of 
those required in circulation. They will then be deposited in banks, which 
will redeposit the coins with the Federal reserve banks. Hence, bank re- 
serves will increase in this way also. The gold in the possession of the 
Treasury therefore has done its monetary work, even though it is not in 
hand-to-hand ckculation. ' 

To return to bank A: both its deposits and its reserves have been in- 
creased by $1,000,000. The new deposit to the credit of the gold shipper 
in London is a primary deposit. Since the bank's practice is to maintain a 
reserve of 20 per cent behind such a deposit, it therefore places $200,000 
of the new additional reserves behind its new additional deposit. Bank A 
then has $800,000 of reserves not required behind any deposits, i.e., 
$800,000 of excess reserves. Bank A now makes a loan of $800,000 adding 
to its assets the borrowers note and to its liabilities a new loan-deposit 
of $800,000. Because of the possibility of large adverse clearing balances, 
the entire reserve of $800,000 is placed behind the new loan-deposit. The 
borrower WTites a check for the entire amount of his deposit and pays the 
check to corporation X. The latter deposits the check in bank B, which 
deposits it with the FMeral reserve bank. The Federal reserve bank trans- 
fers the amount of the check from the balance of bank A to bank B, and 
forwards the check to bank A. Bank A then deducts the amount from its 
borrower's account. The deposits of bank A are now $800,000 less, and its 
reserve balance is $800,000 smaller. Bank B, however, has acquired addi- 
tional reserves of the same amount, in the form of an addition of $800,000 
to its reserv^e balance as well as the same addition to its deposit liabilities. 
The clearing process thus transfers reserves of $800,000 from bank A to 
bank B. 

Now consider bank B with the addition of $800,000 to its reseives. Its 
deposits too have been increased by the same amount. The new deposit is 
a primary deposit and against it a reserve of 20 per cent is necessary, or 
$160,000. This leaves , bank b with $640,000 of excess reserves. This bank 
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can now make a loan of $640,000, and therefore create a loan-deposit of 
like amount. Suppose that the borrower draws a check on the entire amount 
and pays it to corporation Y, which does business with bank C. This means 
that bank B loses reserves to bank C, which gains new reserves. The same 
process can be repeated for bank C and extended to bank D, and so on. 
Each bank in the series acquires new reserves, and each increases its de- 
posits by making a new loan, as a result of which reserves are lost to 
another bank. 

This process of deposit expansion is summarized in Table 20. 

Table 20 expansion of bank deposits 

New reserves New primary Reserves New loan 

acquired deposits retained deposits 

$1,000,000 $1,000,000 $ 200,000 $800,000 

800.000 800,000 160,000 640,000 

640.000 640,000 128,000 512,000 

512.000 512,000 102,000 409,000 

Total 5,000,000 1,000,000 

In this table of figures only two of the columns are added— “new primary 
deposits'" and “reserves retained."" The other two are not totaled because 
in both cases the totals would have no meaning, since the individual fig- 
ures alter as the process of expansion goes on. The total of new primary 
deposits is given as $5,000,000, and for reseiwes retained as $1,000,000, be- 
cause this is the total which is “approached" as a limit (in the mathematical 
sense) by the successive figures, i.e., if the process is continued until all 
funds available for transfer are used, this total would result. It is obvious 
that the total for retained reserves is the same amount as the initial reserve 
coming into the system. 

The difference between tlie isolated bank and the individual bank which 
is part of a system is clear. The isolated bank upon acquiring reserves can 
expand its loan-deposits by fivefold (with a 20 per cent reserve ratio) ^ 
whereas the bank which is part of the system expands loan-de-posits only 
dollar for dollar of neio reserves. Yet the expansion in the system as a whole 
is just as great as with the isolated bank. 

It must be pointed out that a bank will not necessarily expand its loan- 
deposits when its reserves increase. To grant loan-deposits, there must be 
borrowers who are considered good, risks. Tn the X930's banks in this coun- 
try had very large excess ’/reserves, , but .because of the depression only a 
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small volume of business borrowing was conducted. At that time bank de- 
posits did not increase in the manner represented here. 

As was stated earlier, the multiple expansion of deposits in a system is 
discussed here with highly simplified figures. A study of banking statistics 
would indicate that reserves coming into the system as a whole, but 
initially going to a few banks, are scattered or dispersed among all banks. 
For example, during the 1930’s billions of dollars in gold came to the 
United States, most of it to banks in New York City. The gold increased the 
reserves of New York banks. The statistics, however, show that the re- 
serves of New York banks were not relatively larger than those of banks else- 
where in the nation. The newly acquired reserves were quickly lost, through 
adverse clearing balances, to banks in other cities, 

THE FEDERAL RESERVE BANKS 

The foregoing discussion was centered on the general principles govern- 
ing the relations between bank reserves and bank deposits. It is necessary 
further to examine the behavior of bank reserves in the Federal Reserve 
System. The reserves of member banks are affected by the operations of 
the Federal reserve banks, by gold imports, and they are also influenced by 
the financial actions of the United States Treasury. The demand deposits 
of member banks constitute more than three fourths of all demand deposits 
in the banking system. Consequently, whatever affects the reserves (and 
deposits) of member feanks influences, for most practical purposes, the en- 
iire national volume of demand deposits. The Federal reserve banks them- 
selves ax'e therefore the keys to the banking system as a whole. 

The composition of the major assets and liabilities of all twelve of the 
Federal reserve banks can be seen from Table 21. 

The figures in Table 21 are hypothetical, but they approximate the 
actual figmes for 1946. Furthermore, the figures given here include only 
the major and pertinent assets and liabilities. 

The gold certificates (1) held by the Federal reserve banks represent gold 
in possession of the United States Treasury (gold certificates are, of course, 
held only by the Reserve banks). Any gold received by a Reserve bank is 
turned over to the Treasury, which pays in gold certificates. Thus, the 
heavy gold imports of the late 1930’s added materially to the gold certifi- 
cates of the Reserve banks. Gold certificates are the reserves of the Federal 
reserve banks. By law, these banks must maintain a reserve in gold certifi- 
cates of at least 25 per cent behind their note liabilities (the Federal re- 
,:sei:ve, notes outstanding) and their, deposit liabilities. From 1913 to 1945, 
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Table 21 


ASSETS AND LIABILITIES OF THE FEDERAL RESERVE BANKS 


Assets 

( 1 1 Gold certificates 

(2) United States Government securities 
Total 


Uabllifies 

(3) Federal reserve notes 
Deposits: 

(4) Member banks 
15) United States Treasury 
Total 


$18,000,000,000' 

24.000. 000.000 

42.000. 000.000 


$25,000,000,000 

1 6,000,000,000 
1,000,000,000 
42,000,000,000 


the reserve requirements were 40 per cent in gold or gold certificates behind 
Federal reserve notes and 35 per cent in gold or gold certificates behind 
deposits. The present 25 per cent requirement for both notes and deposits 
dates from 1945. 

The other important asset is 'United States Government securities (2). 
These securities consist of bonds, which are the long-term obligations of 
the Treasury, and of notes and bills, which are the short-term Treasury 
securities. The bulk of the government securities held by the Federal re- 
serve banks are of the short-term types. Treasury bills which mature and 
are paid in cash in 90 days are the most important single type of security 
owned by the Reserve banks.: The Reserve 'hanks buy these securities, either 
directly from the Treasury, a procedure permitted by law since 1942, or 
they buy the securities in the market Because most' securities are of short 
term there is a constant turnover of these securities. As individuarbills fall 
due and are paid off by the Treasury, they are replaced by other bills. 
"Thus, the Federal reserve banks buy. billions ' of 'dollars of .securities of .the'' 
Treasury monthly. 

The liabilities of the Federal reserve banks are Federal reserve notes 
and deposits. The Federal reserve note (3) has already been discussed. 
These notes come into circulation by being paid out by member banks 
which obtain them from Federal reserve banks. Since member banks can 
do this only by drawing down their deposits with the reserve banks, it 
follows that the volumes of Federal reserve notes and of member bank 
deposits at the Federal reserve banks are interrelated. 

The deposit of the Treasury with the Reserve banks (5) is here set down 
at 1 billion dollars. The Treasury also,, maintains deposits with ordinary 
commercial banks; in recent years , .'these deposits have been much larger 
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than the deposit balance with the Federal reserve banks. The Treasury’s 
deposit balance with the Federal reserve banks is important, however, be- 
cause variations in its size affect member bank reserve balances, and can 
thus affect demand deposits. One of the reasons, in fact, for the creation 
of the Federal Reserve System was to establish banks which would be both 
bankers’ banks and banks of the Treasuiy. Thus, both the member banks’ 
deposits (4) and part of the Treasury’s deposits (5) are placed with the 
Reserve banks. As will be seen shortly, an increase in the Treasury’s balance 
generally means a decrease in member bank balances. 

Member Bank Reserve Balances and Related Items 

The reserve balances of the member banks, i.e., their deposits in the 
Federal reserve banks, are part of a mechanism. The mechanism may be 
likened to five wheels geared to one another, so that if one turns the others 
turn. The five monetary items are: 

1. Member bank reserve balances 

2. The gold stock 

3. '‘Reserve bank credit” 

4. Currency in circulation 

5. Treasury cash and deposits 

The gold stock is the gold owned by the Treasury. An increase in the gold 
stock has the effect of increasing member bank balances. In the illustration 
(page 231) of the expansion of bank deposits through augmented reserves, 
it was shown that a gold import raises bank reserves. Similarly, if a mining 
company sells gold to the Treasury and is paid by check, this too increases 
member bank balances. The reason is that the mining company will deposit 
the check with its bank, which \vill forward the check to a Federal reserve 
bank, which will credit (i.e., add to) the reserve balance of the member 
bank and debit (i.e., subtract from) the Treasury’s balance. A decrease in 
gold stock will diminish member bank balances, if the decrease results from 
an export of gold handled by a bank. Suppose a private company obtains 
a license to export gold. It buys the gold from the Treasury, paying for it 
with a check drawn on a member bank. After die check is cleared, the 
transaction will have reduced the member bank’s reserve balance while 
increasing the Treasury’s balance, . ‘ 


Reserve bank credit is a conventional term for die sum total of the 
®vernment securities owned bv the Federal reserve banks, and of the 
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discounts and advances made by them to member banks. When the Reserve 
banks add^to their holding of government securities by buying them in the 
bond market— 'open-market purchase’— member bank reserve balances are 
increased. The reason that member bank reserves are increased is that when 
a Reserve bank buys government securities directly from a member bank, 
it pays the member bank by adding the amount of the purchase to the 
member bank s reserve balance. If, on the other hand, a Reserve bank buys 
government securities through the bond market from an individual or a 
corporation, it pays for them by a check drawn on itself. The seller deposits 
the check with his own bank, which redeposits the check with a Reserve 
bank, and as a result, the reserve balance of a member bank is increased. 
Thus it makes no diJSerence who sells securities to a Reserve bank, because 
this transaction always increases the total of member bank reserve balances. 
Of course, not every member bank is affected— for some may experience no 
change at all in their reserve balances; it is the total of reserve balances of 
all member banks which is affected by open-market purchases. Even where 
the Treasury sells its securities directly to the Federal reserve banks, the 
effect is the same. In this case, the Reserve banks pay the Treasury for 
securities bought by adding to the Treasury’s balance. The Treasury spends 
these funds by writing checks payable to individuals and corporations per- 
forming services for the Federal government When these checks are de- 
posited in commercial banks the latter forward the checks to- the Reserve 
banks, which credit the reserve balances of the member banks concerned. 

Discounts and advances are also a part of 'reserve bank credit.” In the 
previous chapter it was stated that member banks may borrow from Reserve 
banks either by rediscounting or by obtaining an advance. By bouowing, 
the member banks acquire larger reserve balances. Or, looking at this from 
the standpoint of the Federal reserve banks, the reserves of member banks 
are increased whenever the Reserve banks make 'discounts or advances. 
Hence, member bank reserve balances can be created by the Reserx^e banks, 
either by purchases of securities or by discounts and advances. The assets— 
government securities and notes representing discounts and advances— 
acquired by the Reserve banks in creating reser\^es for member banks thus 
become "reserve bank credit.” 

Currency in circulation and member bank reserve balances are directly 
related. An increase in cuiTency in circulation lowers member bank reserve 
balances, while a decrease raises them. The reason is that currency in 
circulation consists mostly of 'Federal reserve motes. ■ When currency in 
circulation increases, as_it does regularly every year in December, the public 
obtains the’ /ad^tional;' Federal /reserve; by drawing 'down demand 
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deposits. The member banks get the Federal reserve notes by drawing down 
their reserve balances with the Federal reserve banks. 

In those periods when tax collections exceed the disbursements of the 
Treasury, individuals and corporations are paying more into the Treasury 
than they are receiving from it; hence, there is a net inflow of currency and 
checks to the Treasury. The currency must be provided by the member 
banks, unless there happens to be a decrease in currency in circulation at 
the same time, and they can do so only by depleting their reserve balances. 
The checks sent in to the Treasury are deposited by it with the Reserve 
banks, which add the amounts to the Treasury's deposit balance, and sub- 
tract the amounts from the reserve balances of the member banks on which 
the checks are drawn. On receiving the checks, the member banks deduct 
the amounts from their taxpayer-customers' deposit accounts. Hence, when 
tlie Treasury's deposit balance with the Reserve banks increases, member 
bank reserve balances diminish. On the other hand, when Treasury dis- 
bursements exceed tax receipts the reverse holds true: the Treasury's 
deposit balance falls, and member bank balances increase. When, however, 
the Treasury sells its securities to the Federal reserve banks, the immediate 
result is an increase in its deposit balance without any corresponding decline 
in member bank reserve balances. 

Thus the four major factors described here effect changes in member 
bank reserve balances. Each of these factors has been examined individually. 
Actually, of course, all four of them act together, some moving in one 
direction and others in another. Some may be changing in such a way as 
to raise member bank reserve balances, while others act so as to lower 
them, Whether or not member bank reserve balances increase or decrease 
in a given period depends on the net effects of changes in the gold stock, 
in the volume of securities held by the Reserve banks, in currency in cir- 
culation, and in the Treasury's balance. 

An illusti’ation of the relation between these factors is afforded by the 
increase of currency in circulation during World War II. At the end of 1939, 
currency in circulation amounted to approximately $7,500,000,000; and at 
the end of 1945, it w^as about $28,500,000,000. The increase of $21,000,000,000 
would have depleted member bank reserve balances had there not been an 
addition of about $22,500,000,000 to reserve bank credit in the same period. 
The increase in reseiwe bank credit was caused by purchases of government 
securities by the Reserve banks. Furthermore, there was a gain of about 
$2,500,000,000 in the gold stock from the end of 1939 to the end of 1945. 
. These developments for the period 1939-45 can be summed up as follows: 
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Acting to decrease member bank reserve balances: 


Increase in currency in circulation $21,000,000,000 

Acting to’ increase meinher bank reserve balances: 

Increase in reserve bank credit $22,500,000,000 

Increase in gold stock . 2,500,000,000 

Net change: 


Increase of $4,000,000,000 in member bank reserve balances. At the end 
of 1939 member bank reserve balances were $11,500,000,000; and at 
tile end of 1945 they amounted to $15,600,000,000.^ 

Another illustration of these relationships is given by the increase in the 
gold stock during the period from the end of 1934 to the end of 1939: 


Acting to decrease member bank reserve balances: 

Increase in currency in circulation $2,000,000,000 

Acting to increase member bank reserve balances: 

Increase in gold stock $9,300,000,000 

Increase in reserve bank credit , , . 100,000,000 

Decrease in Treasuiy cash and deposits with Federal re- 
serve banks 100,000,000 

$9,500,000,000 

Net change: 


Increase of $7,500,000,000 in member bank balances. At the end of 1934 
member bank reserve balances were $4,000,000,000; and at the end of 
1939 they were $11,500,000,000. 

Member bank reserve balances with the Federal reserve banks are 
increased hy any one, or a combination, of tlie following : 

1. Increase in the gold stock 

2. Increase in Reserve bank credit 

3. Decrease in currency in circulation 

4. Decrease in Treasury cash ahd deposit balances 

Conversely, member bank reserve balances are decreased b)^ opposite 
changes in the foregoing factors. 

Causes of Changes in Member Bank Reserve Balances 

The effects of changes in the factors affecting member bank reserves have 
been considered. The causes of changes must also be considered. Increases 
in the gold stock are explained by imports of gold as w^ell as by the transfer 

“ Discrepancies in, totals are dm to use of rounded figures. 
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to the Treasury of newly mined gold. Imports of gold have been far the 
more nnportant factor. Basically, the reason for the enormous rise in the 
gold stock after 1934 was that the high price ($35 per fine ounce) established 
by the United States in 1933-34 attracted gold from all over the world to 
the United States.® Fuithermore, the political situation in Europe before 
World War II caused a flight of capital which took the form of gold ship- 
ments to the United States. At this point it is important to realize that the 
Federal Reserve System has no control over the size of the gold stock; it 
cannot make additions to or subtractions from it. Not only have Reserve 
authorities no control over the gold stock, but they may be hindered in the 
exercise of the controls they do possess. 

Currency in circulation changes in accordance with the desires of the 
public to hold currency. Adjustments in member bank balances are almost 
automatic when currency increases or decreases. If currency in circulation 
increases, thus diminishing member bank reserves, the Reserve banks can 
purchase government securities to raise the balances— as was done on large 
scale during the war. 

Changes in Treasury cash and in the Treasury’s deposit balance wdth the 
Federal reserve banks are caused by variations in the amount of receipts, 
expenditures, and debt operations. In the time interval between collection 
and disbursement, the Treasury may cause member bank reserves to fall. 
In the 1920’s this was of some significance because the excess reserves of 
member banks were very small and the Reserve banks had to engage in 
what were then considered to be large-scale open-market purchases in order 
to maintain member bank reserves at a desired level. During the 1930^s, 
however, member banks generally had large excess reserves mainly because 
of heavy gold imports, so that the Federal Reserve System did not have to 
undertake any s^Decial action to bolster member bank reserves. 

The Federal reserve banks thus act as a kind of cushion between Treasury 
operations and the member banks. Any adverse effects of Treasury finance 
on member bank reseiwes can be offset by the Reserve System. 

The principal control, therefore, over member bank reserves is exexxised 
through reserve bank credit. By increasing or decreasing their holdings of 
government securities and by increasing or decreasing their discounts and 
advances, the Reserve banks can exert the corresponding effects upon 
member bank reserves. In so doing, the Reserve banks create or destroy 
reserves for the member banks and thereby prescribe their power to make 
loans. But there are limits to this control. The Reserve banks cannot force 
; the member banks to borrow; hence discounts and advances cannot be 
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increased at the will of the Reserve authorities. Holdings of government 
securities, ^however, can be varied at the discretion of the Reserve authori- 
ties, which, however, is not so great as it may seem. The reason is that pur- 
chases and sales of Treasury securities are involved. These securities are 
bought and sold in an open competitive market, and the prices o£ the 
securities are very important To the Treasury these prices are important 
because they reflect the success of Treasury borrowing. To the holders of 
government securities their prices are the values of assets. Any very large 
volume of selling might depress the prices of government securities, em- 
^barrassing the Treasury and causing losses to the owners of government 
bonds, bills, and notes. It follows that the Reserve banks are not likely to 
sell billions of dollars of government securities, if they should want to 
reduce member bank balances. 

The Reserve System found itself in a dilemma in the immediate post-war 
period. (1) If it did not support the government security market (especially 
for short-term securities) the prices of these securities would fall; (2) if it 
did support the market, the member banks would acquire additional re- 
serves and be encouraged to expand loans to business or to buy long-term 
government securities. Because government securities make up the major 
part of most bank investment portfolios, the Federal Reserve System could 
not dump its holdings of government securities on the market to reduce 
member bank reserves if such action drastically reduced security prices. 
And to support the market was inflationary. To cope with tlie problem, 
short-term rates were raised by the Treasury beginning mid-1947 to induce 
commercial banks to hold their short-term securities. The Board of Gov- 
ernors also recommended to Congress tliat it be given additional authority 
to require member banks to hold a " secondaiy'" reserve in the form of short- 
term government securities. Such a secondary reserve requirement would 
prevent member banks from selling their government securities at will to 
acquire reserves, and would restore to the Reserve System control over 
member bank reserves without sacrificing government security prices. 

Changes m Reserve Requirements 

The Banking Act of' 1935 empowered the Board of Governors of the 
Federal Reserve System to alter the reserve requirements of the member 
banks/ The effect of increasing the legal reserve requirement is to convert 
excess reserves into required reserves. Thus, for example, in July, 1936, 
' member bank reserves were $5,900,000,000. Of this total, $2,900,000,000 was 
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excess reserves. In August, 1936, the Board raised reserve requirements by 
50 per cent. When this measure Lad taken full effect, in September, 1936, 
the situation was: total reserves, $6,300,000,000, and excess reserves, $1,900,- 
000,000. Total reserves were growing (as the gold stock increased), but the 
Board reduced excess reserves by $1,000,000,000. In so doing it limited the 
potential expansion in demand deposits by reducing the lending powers of 
the commercial banks. 


DEFICIT FINANCING AND THE BANKING SYSTEM 

During the war demand deposits about trebled in volume. It has already 
been noted that the amount of currency quadrupled in the same period. The 
total volume of currency and demand deposits in 1939 was about $35,000,- 
000,000. By the end of 1946 the supply of money in the United States had 
grown to nearly $110,000,000,000. The primary cause of this increase in the 
supply of money was the sale of bonds by the Treasury to the commercial 
banks. 

From the standpoint of their effects on the supply of money, sales of 
bonds by the Treasury can be divided into two groups: (1) sales to nonbank 
investors, and (2) sales to commercial banks and to the Federal reserve 
banks. Nonbank investors include individuals, insurance companies, savings 
banks, and other business corporations. When these investors buy newly 
issued Treasury securities, the effect is to transfer ‘demand deposits to the 
Treasury. But when the commercial or Reserve banks buy new government 
securities the effect is to create new demand deposits. This process should 
be examined more closely. The person buying a bond for $18.75 pays for it 
either in currency or by check. The Treasury spends this money, so that 
someone performing services for the government receives the $18.75. The 
transaction has had the effect of transferring money from one person to 
another— from an individual lending to the government to another individual 
paid by the government. The collection and disbursement of taxes also have 
the same effect. If a wealthy investor buys half a million dollars’ worth of 
a new issue of government bonds, he pays by check, surrendering half a 
million dollars of demand deposits in return for the bonds. The Treasury 
gets the half-million-dollar demand deposit, spends it, and a business cor- 
poration supplying materials to the government finally receives the half- 
million-dollar demand deposit. The national total of demand deposits is 
unaltered^ but its distribution is changed. 

. The sale of newly issued bonds to a commercial bank, however, increases 
the national total of demand deposit. A commercial bank buys a million 
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dollars’ worth of bonds by means of a check drawn on its reserve balance 
with a E^ederal reserve bank. The latter, acting as fiscal agent for the 
Treasury, delivers the bonds to the commercial bank. The Reserve bank, in 
handling the commercial bank’s check, debits its reserve balance and credits 
the Treasury’s balance. The Treasury spends the million dollars by, say, 
sending a manufacturing corporation a check for the entire sum. The 
corporation then deposits the check with its own bank, which forwards it 
to a Reserve bank which, in turn, credits this commercial bank’s reserve 
and debits the Treasury’s deposit balance. The transactions are now com- 
plete: the first commercial bank has the bonds, but its reserve balance has 
fallen; the second commercial bank’s reserve balance has risen, but so have 
its deposit liabilities; the Reserve bank’s deposits liabilities are unaltered, 
as is the Treasury’s deposit balance; and the Treasury has paid a bill, but 
by going more deeply into debt. 

The important tiring here is that a new demand deposit exists where none 
wm before, which is not true of the sale of bonds to private persons and 
corporations in the bond market. There is nothing in the whole set' of 
transactions to offset or reduce demand deposits. On the other hand, the 
transactions involving the sale of new bonds to an individual or to a business 
corporation contain both a mmtfs and a plus. The minus is the reduction of 
demand deposits when the bonds are bought; the plus is the acquisition of 
demand deposits by someone when the Treasury spends the money. But 
when commercial banks buy new securities from the Treasuiy there is no 
minus to cancel out the plus. The reason for this is that the commercial 
bank buys the bonds with part of its assets— its reserve balance. The com- 
mercial banks’ demand liabilities (deposits) are money; hence the bond 
purchase does not reduce the volume of money. Spending the proceeds, 
however, does increase demand deposits. 

It is to be noted that the creation of demand deposits by the commercial 
banks as they buy new Treasury bonds is not a conscious deliberate purpose 
of individual banks. The creation of money in this way takes place in the 
system of commercial banks, and is a consequence of the nature of the 
system rather than of individual design. Individual banks are either the 
purchasers of bonds or the depositaries of Treasury checks written on the 
proceeds of bond sales, or they are both. But individual banks do not 
necessarily connect the two processes. 

World War II was therefore financed in part by creating money, just as 
the War between the States was partly financed by creating greenbacks. 
The process of creating money by selling bonds to commercial banks was 
just as real as running the printing.-presses to turn out paper currency. And 
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yet there was a difference: the new deposits created during the war were 
not "forced” into existence in the same manner as the paper ciiriency of a 
financially exigent government. The banks buying tlie new issues from the 
Treasury were not by order compelled to do so, although within the neces- 
sities of their operation tliey had little choice but to employ their idle funds 
by purchasing government bonds. Their idle funds consisted of their reserve 
balances, or of funds which could be converted into reserve balances. And, 
as has been shown,, the reserve balances of commercial banks are subject 
to manipulation by the Reserve authorities, who were always careful enough 


to provide—mainly by open market purchases of government securities by 
the Federal reserve banks— a volume of member bank reserve balances . 
large enough so that the banks would absorb new government bond issues. 

In the realization that bond sales to banks increased the money supply 
and intensified the inflationary potential, the Treasury and the Reserve 
authorities tried during the war to sell as many new bonds as possible to 
nonbank investors. In particular, as everyone remembers, the sale of the 
small-denomination, Series E, war bonds was pushed. Likewise, the sale of 
bonds to business corporations and to insurance companies was intensively 
encouraged. But during the war the borrowings of the Treasur>^ were always 
on so vast a scale that the nonbank investors could not buy all of the 
securities offered by the Treasury. Hence large amounts had to be sold to 
commercial banks. 

Finally, also in the second category of bond sales, the sale of securities 
by the Treasury directly to the Federal reserve banks has the same effect 
as to commercial banks; it augments the total of demand deposits. It further- 
more increases member bank reserve balances, and thus has a double effect: 
both demand deposits and member bank reserve balances are increased. 


DECREASE OF MONEY SUPPLY THROUGH DEBT RETIREMENT 

Just as the money supply is enlarged when the Treasury sells bonds to 
commercial banks, so too the money supply is reduced when the Treasury 
retires bonds held by commercial banks. 

Suppose that the Treasury uses a billion dollars of surplus tax revenue to 
reduce the national debt by paying off a maturing billion-dollar issue of 
bonds owned by commercial banks. When the billion dollars is received as 
tax revenues paid to the Treasury by checks draw on individual and 
corporation demand deposits^; the Treasury deposit balance is increased 
by 1 billion dollars, and infernher, bank reserve balances are reduced by the 
,same amoimt. commercial ba^ turn oyer the maturing bonds to 
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tlie Treasury and receive checks drawn on the Treasury's deposit balance 
with the Reserve banks. Thus the billion dollars are transferred from the 
Treasury s balance to member bank balances. At this point the transactions 
end. The Treasury's balance is the same as before, member bank balances 
are at theii* original level, but demand deposits remain lower by 1 billion. 
There is no offsetting transaction to increase them.*’ 

Suppose, instead, that the Treasury uses the 1 billion dollars to redeem 
securities held by the Federal Reserve System. In this case, the Treasury 
gives the Federal Reserve a check (or a number of checks) and retires the 
securities; and Federal Reserve assets are reduced by 1 billion dollars. 
In effect, 1 billion dollars of public debt, Treasury balance, member bank 
reserves, and demand deposits are wiped out. 

When, on the other hand, the Treasury retires bond issues held by 
nonbank investors, the volume of demand deposits is unaffected, and there- 
fore the supply of money is not diminished. Suppose that John Smith pays 
$25 in taxes by means of a check. His deposit account is reduced by diat 
amount If die Treasury uses the $25 to pay off William Browns maturing 
savings bond, Brown's deposit in a bank or else his currency on hand is 
increased. After the transactions are complete, the total amount of money 
possessed together by both Smith and Brown is the same, although the 
one now has less while the other has correspondingly more. The same thing 
holds true for retirement of larger bonds held by nonbank investors with 
tax proceeds. 

The retirement of bank-held federal bonds reduces the volume of demand 
deposits only when tax proceeds are the source of funds, ie., when the 
money is collected from the public. Tliis is the meaning of the statement 
that debt retirement is """deflationary,” i.e., the supply of money is reduced. 
If the word ""deflation” is used to mean a general and pronounced fall in 
most prices, paying off the national debt with tax surpluses could hardly 
be a cause of deflation. The amount by which the money supply could he 
diminished by retirement of bank-held bonds would not be likely to exceed 
1 or 2 per cent of the total supply of money in any one year. Such a reduction 
in money supply could have, by itself, only negligible effects. 

The increase in the supply of money during the war was due, as has 
just been shown, mainly to the sale of bonds to commercial banks. Only 
to a small extent was deposit expansion caused through business loans by 
‘banks. At the end of 1939 the loans of all commercial banks were^ about 

^The'OBly exception would be tlie case in which banks had been denying loans to 
potential borrowers for lack of excess reserves, and -would beghi to make business loans 
which 'would offset the reduction'‘in'the\'lmnlcs*'holdOiBg of the public debt 
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$17,000,000,000, and the demand deposits of all commercial banks were 
$32,000,000,000. At the end of 1946, however, loans of commercial banks 
were $31,000,000,000, while their demand deposits were $92,000,000,000. 
In a period like the 1920's, loans and deposits expanded and contracted 
roughly by about the same amounts. But in the war period, deposits were 
created through the deficit financing of the government. 

At the end of the war, business corporations and individuals were in a 
highly liquid’’ condition— having nearly three times as much cash as before 
the war. This fact is of great significance from the standpoint of control, 
for it means that the money supply can shrink substantially only through 
Treasury action. The Reserve System could not, supposing that it desired to, 
reduce total deposits by reducing member bank reserves, because the only 
means of doing this would be through open-market sales of Treasury 
securities, which, as was pointed out, may not be possible on a large scale. 
The Treasury, however, by retiring public debt held by the Reserve Banks, 
can reduce significantly member bank reserves. 

SUMMARY 

This chapter has dealt with the functioning of the banking system as it 
affects the money supply. An individual commercial bank’s demand deposits 
must be considered in relation to its'other major assets and liabilities. Of its 
assets the most crucial is the bank’s reserve behind its own demand deposit 
liabilities. A bank’s reserves are depleted when it has adverse clearing 
balances, just as they are built up when it has favorable clearing balances. 
A bank’s clearing balances, whether adverse or favorable, reflect its relations 
with other banks, and depend upon check transactions in the course of 
business. 

When a deposit is made with a bank, its assets and liabilities become 
larger. Reserves and deposits both increase because the depositor— to ac- 
quire the deposit— must transfer cash to the bank, thus either adding to the 
bank’s reserves, or providing the bank with something (e.g., currency) which 
can be immediately converted into additional reserves. When a bank makes a 
loan, however, the deposit created as a result of the loan is matched not by 
additional reserves, but by the borrower’s note. Loan-deposits, therefore, 
must be distinguished from primary deposits. 

The total volume of demand deposits rises when there is an increase in 
loan-deposits. But any one bank cannot extend its lending and deposit- 
creating activities unless it has adequate reserves. 

; V Banks, however, operate under a system of partial reserves, their deposits 
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exceeding by far the amounts of their reserves. If there were only one bank, 
it could expand its loans and deposits by a figure equal to the reciprocal of 
its reserve ratio. An individual bank in a system of banks cannot do this. 
The system as a whole, however, operates as does an isolated bank; new 
reserves coming into the system make possible tlie expansion of total demand 
deposits by an amount larger than the new reserves, i.e,, in proportion to 
the reciprocal of the average reserve ratio. 

The bulk of the demand deposits in the country are those owed by 
commercial banks which are members of the Federal Eeserve System. The 
reserves of the member banks consist of the balances (i.e., deposits) main- 
tained by them with the Federal reserve banks. The major assets of tli(‘ 
Federal reserve banks themselves are gold certificates, government seciiri' 
ties, and discounts and advances to member banks. The latter two are by 
convention called reserve bank credit. Government securities have for some 
time accounted for most of the total of reserve bank credit. The chief 
liabilities of the Federal reserve banks are Federal reserve notes and de- 
posits; the deposits fall into two important groups: member bank reserve 
balances, and the Treasury’s deposit balance. 

The importance of the actions of the Federal Reserve System lies in the 
way in which they affect member bank reserve balances, for demand 
deposits are limited by ’the size of member bank reserve balances. Mem- 
ber bank reserve balances are increased by gold imports, by expansion 
of reserve bank credit through the purchase of government securities by 
the Federal reserve banks, by a diminution of currency in circulation, and 
by a drop in the size of the Treasury’s deposit balance. Opposite movements 
in these factors have the effect of decreasing member bank reserve balances. 

Gold imports and gold exports, currency in circulation, and Treasury 
operations cannot be controlled by the Reserve authorities. Hence the 
manipulations of the Federal Reserve System are primarily restricted to 
variations in reserve bank credit. Thus, when currency in circulation rose 
sharply during the war, depleting member bank reserve balances, the latter 
were kept at the desired level by purchases of government securities. 

The Board of Governors of the , Federal Reserve System has the authority 
to alter, wdthin limits, the reserve requirements of member banks. Raising 
reserve requirements changes excess reserves into required reserves, and 
has the effect of inliibiting potential expansion of demand deposits. 

Treasury borrowing, through the sale of government securities, affects 
the volume of demand deposits. The sale of new bonds to commercial banks 
raises the total of demand deposits. On the other hand, the sale of ftie 
Treasury of bonds to investors other than commercial banks leaves the total 
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of demand deposits unaltered. Repayment of the national debt would have 
the opposite effects: repayment of bonds held by commercial banks will 
reduce demand deposits, while repayment of bonds held by other investors 
wiU have no effect upon the volume of demand deposits. 


CHAPTER 


Monetary Issues and Problems 


Of all the different elements in the economic process, money has perhaps 
received the most attention from both theorists and reformers. The workings 
of the money system, at once mysterious and fascinating, have above all 
been a focus of interest for reformers, but economists have devoted them- 
selves at length to the study of money and to consideration of ways of 
improving the functioning of the money system. Money indeed is typically 
looked upon as the factor upon which all other economic relations depend. 
Because it circulates, money has often been likened to the blood stream; 
just as the blood stream is vital to the human body, so has the circulation 
of money been considered to sustain all parts of the “body'' economic. 


MONEY AND PRICES 

A dollar has been defined as a unit of claim; it was said that the value of 
a dollar depends upon how many dollars there are in relation to the num- 
ber of tilings for which dollars can be spent.^ This is the problem of the 
purchasing power of money. 

The purchasing power of moneys, or, in an equivalent expression, the 
value of money, is simply the amount of goods and services which can be 
bought with a unit of money. The purchasing power of a dollar is variable: 
it was higher in 1939 than in 1947; it was higher in 1913 than in 1920; and 
it appears to have been larger in 1860 than in 1866. A dollar spent for 
groceries in 1939 bought more than in 1947, the reason being that prices 


iSee. Chap. .8, pp. 486-87. 
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rose during and after tlie war. Thus, as prices rise, the value of a dollar 
declines; as prices fall, the value of a dollar goes up. 

The whole group of prices considered together is usually referred to as 
''the price level’’ If prices generally rise, it is said that die price level has 
advanced. Movements in the price level are measured by means of index 
numbers.^ The most widely used index number of prices is the index number 
of wholesale commodity prices published by the United States Bureau of 
Labor Statistics. The base year for this index is 1926; i.e., the level of prices 
in that year was arbitrarily taken to be 100. In 1933, the index number of 
wholesale prices was given as 65.9. From 1983 on, prices rose somewhat 
and the index advanced to 77.1 in 1939. By 1945, it had gone up to 105 . 8 , 
and at the end of 1947 it was over 150. 

The changes in the value of a dollar can be represented arithmetically 
by simply inverting index numbers. Thus, for examx3le, if the index number 
rises from 100 to 200, tlie purchasing power of a dollar declines from 100 to 
50(i.e., 

THE QUANTITY THEORY OF MONEY 

The relation between money and prices can be approached first of all 
* through "the quantity theory of money.” This theory may be expressed as 
follows: the value or purchasing power of money varies inversely with the 
quantity or volume of money in existence, odier things being equal Or 
alternatively, the level of prices varies directly with the volume of money 
in existence, other things being equal This theory is one of the oldest 
economic principles and has engaged writers on economics for centuries. 
Actually, it is a special case of a still more general principle, namely, that 
the value of anything depends upon its quantity, wuth the necessarx^ proviso 
that other things remain equal 

It is wearisome to keep on repeating the phrase "other things being 
equal,” but this qualification, w^hich is a necessary corollary to any propo- 
sition, is of particular importance to the statement of the quantity theory 
of money. Why will prices rise if the quantity of money is increased? Prices 
will rise because a larger amount of money offered for the same volume of 
goods and services can only be spent if prices do in fact become higher. 
If prices did not rise, some persons with money would not find the goods 
they sought. To get the commodities^ they want these persons offer higher 
prices. To use an illustrative device of earlier writers on the quantity theory 
of money, suppose that one morning 'everybody awoke to find that he had 

« See Chap, 2£ for a fuller •dlsofissidn of index numbers, , - , ' 
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twice as many dollars as before. Everybody, or nearly everybody, would 
want to buy more than he had been consuming. The resulting increase in 
the demand for goods and services could not fail to increase prices. 


The Equation of Exchange 


One way in which the quantity theory of money can be expressed is in 
the form of a simple equation. This is known as the equation of exchange/ 
which is 


MV = PT. 


In this equation, M stands for the total amount of money, V stands for the 
velocity of circulation of money, P represents the level of prices, and T is 
the total volume of commodities and services exchanged. 

The total amount of money spent in the countiy during any one year 
gives a figure which is greater than the figure for the average amount of 
money in existence during the same year. The explanation of this fact is 
that most of the money units are spent more than once during a year. A 
single dollar bill could conceivably be used hundreds of times during a 
year, as it passes from hand to hand and finances a transaction each time. 
A business firm may never have more than, say, $10,000 in its checking 
account which may average $5,000 during a year; but this checking account 
could be so active (additions and subtractions being made often) that it 
could easily finance $100,000 worth of business during a year. The velocity 
of circulation of money is the totaT volume of transactions (measured in 
terms of money) divided by the average amount of money. For example, 
if the total volume of transactions is 1,000 billion dollars and if the average 
amount of money during the year is 100 billion dollars, then the velocity of 
circulation of money is 10. In other words, the average dollar is spent 10 
times. 

In the equation of exchange, MF = PT, then, MV represents the total 
amount of money spent The other side of the equation shows the prices 
and the amounts of commodities and services exchanged. The sum of the 
prices of all commodities and services, P, multiplied by their amounts, T, 
is the sum total of what money is exchanged for, FT. Therefore the equation 

is equal to 

Total money spent = total money spent 
, , 3 Cf. Irving Fisher, The Purch€Lsmg Power of Money ^ Macmillan, 1911. 
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Thus, like any equation, the equation of exchange is an expression of 
identities,. 

Another version of the equation of exchange is sometimes used: 

MV + M'V' = FT, 

In this version, M stands for gold and currency, and V their velocity of 
circulation; while M' is demand deposits, and V' their velocity. Here the 
distinction between the forms of money is made, a distinction which is 
important where one kind of money depends upon the other. For present 
purposes, it is well to adhere to the simpler form of MV = FT, where M 
means money in the sense previously defined (currency plus demand 
deposits). 

The equation can then be expressed in this form: 

MV 

P = 

T 

(To review the factors, F stands for level of prices, M stands for the amount 
of money, V for the velocity of circulation of money, and T stands for the 
total volume of commodities and services.) The equation of exchange now 
shows more clearly the relation of money and of related factors to the level 
of prices. Thus, prices, F, can be seen to vary directly with the quantity of 
money, M, directly with the velocity of circulation of money, V, and inversely 
with the volume of goods and services, T. If money and velocity increase 
faster than goods, prices rise; if money and velocity increme more slowly 
than goods, prices fall 

Note that three factors bear upon prices in the equation of exchange, and 
that each is as important as the others. Therefore, while the quantity theory 
of money is here being considered, there could just as well be a 'velocity 
of circulation theory’' or a ^Volume of commodities tlieory” as a quantity 
theory of money. 

Observe also that the equation of exchange says nothing about causal 
(cause and efiect) relations. It does not indicate which are active and which 
are passive factors. The whole discussion so Tar has implicitly treated money 
as the active factor and prices as the passive factor, i.e., an increase in 
money has been referred to as the cause of a rise in prices. But any assertion 
as to causal relations between money, prices, and related factors must be 
independent of the equation of exchange itself. 

Before examining the question of causal relations more closely, first con-' 
sider some of the actual relations .in the past between money, prices, ..and 
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The discovery of the Americas was followed by a great influx of gold and 
silver into Europe. So great was the increase in the quantity oh the two 
metals that prices rose several fold in the sixteenth century. The time 
between the inflow of the precious metals and the consequent rise in prices 
was, it is true, a period of several decades, but there is no doubt that the 
price changes of the sixteenth centuiy were due to the increase in the 
supply of money. In the nineteenth century, important gold discoveries 
were made, in California and Austi'alia in the 1840's and 1850’s, and in 
South Africa, the Yukon, and Alaska in the 1890's. In both periods, the 
newly mined gold was a substantial addition to monetary gold stocks. Both 
periods introduced long upward movements of prices. Prices rose almost 
steadily from 1847 to 1873, and again from 1896 to 1914. 

Another type of relation between money and prices is found in periods 
of inflation. In such periods, the quantity of money and the level of prices 
rise together, although not of course necessarily in the same proportion. 
In hyperinflation, such as occurred in Germany after World War I, and in 
Hungary and Greece after World War II, both money and prices rise to 
fantastic heights. 

Periods of generally falling prices, such as from 1815 to 1848, from 1873 
to 1896, and from 1920 to 1933, appear to have been characterized by a 
rate of growth of production which was faster than the growth in the money 
supply. In terms of the equation of exchange: T grew faster than M, hence 
P had to fall Thus, it is possible to provide a rough kind of verification of 
the quantity theoiy of money and of the equation of exchange by reference 
to historical experience, i.e., to known movements of prices and changes in 
the money supply in the past It must be emphasized, however, that the 
verification is loose and approximate. Only changes in prices over long 
periods can be easily explained in this way.. For short periods, attempts to 
test the quantity theory turn out to be disappointing. As an example, prices 
began to fall before the quantity of money began to decline in the depression 
of 1920-21. 


Causes of Monetary Change 

The important question is what causes the quantity of money to change. 
The influences causing the quantity of money to change are the real forces 
behind major price movements. The quantity of money itself is only the 
vehicle of change. ,v 

In what now follows, aflEecting the supply of money will 


1 


MONETARY ISSUES AND PROBLEMS 253 


be discussed: (1) changes in the gold ^ stock, (2) the effects of government 
finance, and (3) tlie effects of business spending. 

In the past it was true that variations in the stock of precious metals were 
the most important single factors causing the great movements in prices. 
Changes in the physical volume of gold and silver were due in the main 
to the accident of the discovery of gold and silver mines. In a sense, then, 
changes—always increases—in the stock of gold and silver were noneconomic 
in nature, because at odd moments of history the earth happened to yield 
new quantities of these metals to be added to money supply. 

There was still another factor. The stock of gold of any one country could 
be increased or decreased through gold imports and exports. The latter in 
turn depended upon the movements of international trade, but were inde- 
pendent of purely domestic economic developments. When a country's 
commodity exports exceeded its commodity imports, a "‘favorable bal- 
ance of trade” resulted and the country Received gold imports; it had an 
‘unfavorable balance of trade,” it was forced to export gold.^ Centuries ago, 
when these matters were first observed, a crude form of the quantity theory 
of money was developed. One reason that gold exports were regarded as 
“unfavorable” was that the accompanying decrease in money supply was 
thought to lower prices and to have a depressing effect. “Favorable” trade 
balances were thought to stimulate price advances. 

Most of the great problems connected with changing prices and their 
effects have been caused by the monetary consequences of government 
finance. The greatest increases in the volume of money have always occurred 
during or just after periods of war, and these increases have taken place in 
relatively short periods of time. The connection between government finance 
and the quantity of money is therefore an important one. It has already 
been shown how a government, by selling new bonds to commercial banks, 
can cause an increase in the quantity of money. At this point it is necessary 
to show the connections among government finance, tlie volume of money, 
and prices. 

In considering the causes of mor^etaiy^ expansion it is desirable to examine 
the ways in which demand for money reacts upon effective supply. The 
demand for money is of course subject to change; generally, over a period 
of time the demands of business, ‘government, and consumers have been 
for increased amounts of money. Earlier there was discussed in some detail 
the aggregate demand^ or aggregate expenditure, for the national output. 
This aggregate demand is made effective' only when the means of payment 
are available to business, government, and consumers. It is to be expected, 
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then, that in any period of rising aggregate demand for commodities and 
services the supply of money will increase. If currency and deposits do 
not rise their velocity of circulation will increase. Experience shows, how- 
ever, that money supply does actually increase in a period of substantial 
growth of the national output. 

This point is revealed in statistics on governmental expenditures in this 
country during the war period. In 1940 Federal, state, and local govern- 
ments spent 17 billion dollars for goods and services. By 1944 this had risen 
to 97 billion dollars with virtually the entire increase attributable to the 
great expansion of war outlays of the Federal government. For present 
purposes attention is confined to the 80-billion-dollar increase in 1944 over 
1940, spent by government in the purchase of war goods from private 
producers, in the production of goods in government arsenals and plants, 
and in payment for military and civilian services. As previously noted, 
government purchases of goods and services absorbed nearly half of the 
210-billion-dollar gross national output in 1944. To make these purchases 
government had to acquire the necessary funds. Some of these were raised 
by taxation. This meant a transfer of money income from the taxpayer to 
government with no increase in total money supply. However, over half of 
governmental expenditures throughout the war were financed by borrow- 
ing: in one year alone, this deficit amounted to 50 billion dollars. Govern- 
ment borrowed partly from individuals and corporations, and partly from 
the commercial banking system. The foimer also involved merely a transfer 
of money from private to public hands. Borrowing from the banks, on the 
other hand, created money. 

When this money was spent for war materials, prices of these materials 
increased somewhat but governmental price control limited the rise. Once 
spent the money reappeared as income (wages, salaries, profits) in the hands 
of wage earners and others. With more money in their possession they 
demanded more goods and services, but governmental controls limited 
civilian production and prices. When these controls were removed in 1946, 
the level of prices was raised because of the increased money supply 
(currency and deposits), the high level of civilian demand, and the war- 
induced shortages of civilian goods. The creation of additional money by 
the banking system in response to governmental demands for money to 
purchase war goods, therefore, increased the amount of money available 
to the public at large, which in turn stimulated their demand for goods and 
services and caused prices to rise. 

, An increase in the demand of business enterprise for capital goods may 
have a similar influence op the supply of money. Investment, national 
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output, and national income are expanded following an improvement in 
profit expectations. As in the case of government, an increase in tlie demands 
of business for commodities and services usually involves a demand for 
loans (bank deposits). The method of creating deposits has been explained 
in the discussion on banking. It will readily be seen that here, too, monetary 
expansion occurs as a result of an increased demand for national output. 

Monetary expansion, therefore, will occur when the increased demands 
by government and business enterprise for money are satisfied by the 
commercial banking system. 


Inflaiion and Deflation 

Inflation means a rapid and general upward movement of prices, just as 
deflation signifies a rapid and general downward movement of prices. But 
if inflation meant an equal rise in literally all prices, it would be without 
much significance to anybody. No one would be worse off, and no one 
would be better off. With an equal rise in all prices each individual would 
receive proportionally more for the sale of his commodities or services and 
would pay proportionally more for what he bought. The problems of 
inflation arise not so much because prices go up, but rather because they 
rise unevenly. To say, for example, that a period of inflation is serious 
because die price level has doubled is to make a tacit assumption that some 
prices have not risen. Thus, if somebody s cost of living is twice as high as 
it once was, while his money income is exactly the same, he is only half as 
well off as he was and inflation is indeed serious for him. As a matter of 
fact, some prices do not rise at all in a period of inflation and others advance 
relatively little. 

There are always fixed financial obligations in the economy. These include 
long-tenn debts, life insurance, pension systems, endowments. The long- 
term debts include government bonds, corporation bonds, and real-estate 
mortgages. Pension systems include the social security scheme, as well as 
private and other govemmentaT pension- ■arrangements. For' present pur- 
poses, all of these long-term fixed obligations can be thought of as repre- 
senting a whole series of fixed prices. The interest on bonds and mortgages, 
the payments to the beneficiaries of insurance policies and of the social 
security plan, the payments to other retired persons are fixed prices paid 
for some sort of previous service rendered. These prices, with rare excep- 
tions, do not rise in time of inflation or fall in time of deflation. 

Periods of inflation and deflation, therefore, must be considered to include 
one group of prices whicli remain stable and other groups of prices which 
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move unevenly. To think in terms of the price levels or the purchasing 
power of money, is perhaps a convenient short cut, but it is likely to be 
, misleading. It is misleading because the very divergences in price move- 
ments which constitute the problem of inflation are overlooked. 

Inflation and deflation, with the important qualification just noted, mean 
that the value of the dollar is unstable. Much analysis has been devoted to 
the problem of how to stabilize the value of money. Periods of deflation, 
as in 1920-21 and 1929-33, are prolific with plans and schemes for raising 
the general level of prices, with the avowed purpose of achieving stability. 
In practice, stability usually means some higher level which existed in the 
immediate past. The reduction in the weight of the gold dollar in 1933 had 
just such a purpose. 


Reduction of the Weight of the Gold Dollar in 1933 

From $20.67 a fine ounce, the price of gold was raised step by step in the 
summer and fall of 1933 until it reached the present figure of $35.00 per 
fine ounce. This meant, as was explained earlier, a reduction in the weight 


of the gold dollar from 25.8 grains, %o fine, to 15% i grains, %o fine. The 


objectives behind the administrations decision to raise the price of gold 
were to lower the value of the dollar on the foreign exchanges, and to raise 
prices within the United States. The relation between the gold content of 
the dollar, and the value of the dollar in terms of pounds sterling, francs, 
and other foreign currencies is a subject which will be undertaken in 
Chapter 35. The pertinent issue at this point is the relation between gold 
and prices within the United States, 

The purpose of the reduction in the weight of the gold dollar was, as 
.has just been said, to raise prices. In several public statements President 
Roosevelt stressed this goal. Now how did the administration expect to lift 
commodity prices by lowering the weight of the dollar? It is necessary to 
consider the views of one of the Presidenfs economic advisers of 1933. 
This was Professor Geoi'ge F. Warren, whose views on the subject of gold 
and prices differed from those of most economists.^ Professor Warren be- 
lieved in the validity of the .quantity theory of money, but his version of 
it was unusual. To him, changes in prices were due to variations in the 
physical quantity of gold as well as in variations in production. If the vol- 
ume of gold and the volume of production increased at the same rate, 
prices remained stable. If gold increased faster than production, prices 


Professor Warren's views are . set iorth at length in his book, G. F. Wan“en and 
F. A. Pearson, GoM and Prices, 
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would rise; but if production increased faster than gold, then prices would 
fall. Currency and bank deposits were regarded by Professor Warren as 
of little importance. Gold coins and gold bars were to him the realities 
affecting the rise and fall of the price level. His ideas were buttressed by 
a most formidable array of statistical materials, for he was an indefatigable 
gatherer of quantitative data. And actually, his statistics did seem to bear 
him out. In the decades before 1914 there was indeed a rough relation 
between gold stocks, production, and price indexes. 

The explanation given by Professor Warren for the fall in prices after 
1929 w^as ''the scarcity of gold.” Accordingly, he believed that a reduction 
in the weight of the gold dollar would raise prices. Now the proposal to 
alter the price level by changing the weight of the gold dollar was not 
new. A similar plan, but one more carefully thought out, had been siig- 
gested by Professor living Fisher, who was the formulator of the most 
widely known form of the equation of exchange. Fisher’s plan was based 
upon the "compensated dollar,” a dollar with a varying weight in gold but 
with substantially constant purchasing power, Fisher proposed that the 
monetary authorities watch an index number of prices. If the index should 
rise, they should increase the weight of the gold dollar and thereby reduce 
the number of dollars constituted by the gold stock. The adoption of such a 
measure, Pi'ofessor Fisher held, would force a contraction in the volume of 
currency and deposits, and therefore prices would have to decline. On the 
other hand, a fall in the index of prices would indicate to the monetary 
autliorities the necessity of a reduction in the weight of the gold dollar. 
This would increase the number of gold dollars and bring about an expan- 
sion of currency and deposits; hence prices w^ould rise. 

Warrens plan to raise commodity prices by reducing tlie gold content 
of the dollar was not founded on any connection between gold and money, 
and thus between money and prices. He believed that gold directly affected 
jprices (but did not show clearly just how), and the administration at this 
time held to the same belief. Warren apparently thought that commodity 
prices would rise proportionately with a reduction in the gold content of 
the dollar, or an increase in the price of gold would cause a corresponding 
increase in the prices of all other things. To cause prices to double it was 
necessary to cut the dollar to one half its former gold content, i.e., to 
double the price paid for gold by the Treasury. 

But what happened? The dollar was finally reduced to 59.06 per cent, 
of its former gold content, and the price of gold was increased 69 per cent 
to $35.00 an ounce. Prices, however, did not rise accordingly, but in fact rose 
only slightly. The wholesale !Bd,ex;fpr-.19S4-wasJ5, compared to 65 in 19S3 
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(1926 =: 100). And even this change could be accounted for by other 
factors. 

Evidently something was wrong with the administration s plan of rais- 
ing commodity prices by increasing the price paid by the Treasury for gold. 
One of the many critics of the plan suggested that it was like trying to 
raise the temperature of a room by recalibrating the thermometer. A criti- 
cism of the effort to raise prices by monetary methods in 1933 can be made 
in this way. For the sake of simplicity assume that changes in the volume 
of monexj determine the level of prices. The gold operations of 1933 had 
no direct effect on the volume of money at all. Currency in circulation 
changed very little after June, 1933. There was a negligible change— an in- 
crease— in demand deposits from June to December, 1933, but this was part 
of a trend, for several years after 1933 both currency and demand deposits 
showed increases. The administrations purpose in its gold price increase 
was to raise prices, not in the long run, but immediately by a substantial 
amount. 

The actual effect on the money system of the gold policy can be seen in 
Table 22. 

Table 22 EFFECT OF GOLD POLICY ON THE MONEY SYSTEM 

(in millions of dollars) 




Reserve bank 
credit 

Gold 

stock 

Treasury cash and 
deposits with federal 
reserve banks 

Member bank 
reserve 
balances 

1934 

January 

2,656 

4,036 

397 

2,764 


February 

2,597 

7,138 

3,448 

2,822 

1939 

January 

2,598 

14,599 

3,553 

9,029 


These figures show that the reduction in the weight of the gold dollar in- 
creased the gold stock, from one month to the next, and also that it 
increased 'Treasury Cash and Deposits with Federal Reserve Banks'" by 
about the same amount. Thus ,the Treasury ^profit” from revaluation of 
gold is the principal factor accounting for the increase from January to 
February 1934. But the Federal reserve banks and the member banks were 
not affected at all. No asset and no liability of any Reserve bank or member 
bank was altered in amount by the revaluation of gold— except that the 
Reserve banks had to exchange their gold for gold certificates, and that the 
member banks had had to turn in their gold and gold certificates for cash, 

. because gold was legally taken out of circulation. 

; It was not until much later, months and year's after prices were to have 
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been raised, that the reduction in the weight of the gold dollar had efl'ects 
upon the^ money supply. And these eflEects were not direct, but worked 
only through member bank reserve balances. 

THE SILVER PROBLEM 

The United States was on a bimetallic standard until 1873, when the 
free and unlimited coinage of silver was abandoned. Since that time there 
has been almost constant agitation to restore silver to its former monetary . 
status, or short of that, to raise the price of silver in relation to gold. This 
agitation has had some measure of success, with the result that both the 
monetary system and the Treasury of the United States have been bur- 
dened with silver. 

The market, or commercial, price of silver fell in the 1870’s. Because of 
the abandonment of the free coinage of silver, there was no longer a fixed 
legal price at which the mint would buy any quantity which might be 
offered. Other countries than the United States also dropped bimetallism 
in this period of time. Furthermore, the 1870 s saw the discovery of the 
Comstock lode and of other rich silver deposits in the west. Thus the supply 
of silver increased while the demand for it was falling; hence its fall in 
price. 

The general level of commodity prices declined during the 1870^s; the 
beginning of the general decrease in prices is, in fact, usually dated from 
the year 1873. The fall in commodity • prices continued until 1896, also a 
year of some significance for American monetary policy since it was then 
that Bryan was defeated for the presidency on his platform for the restora- 
tion of silver. 

The fall in the price of silver was reason enough for the silver interests 
themselves to urge the free coinage of silver, so that they could sell the 
metal to the government at the former (and higher) legal price. The de- 
cline in commodity prices from 1873 to 1896 led other interests to ally 
themselves with the silver promoters. Periods of falling ponces are char- 
acterized by long and deep depressions, during which heavy pressure is 
exerted on debtors, for they must pay interest and principal as fixed 
amounts whereas the prices for their own services and goods decline along 
with other flexible prices. In addition, friction resulted in the period 1S7S- 
96 from the needs of the great expansion in the West on the one hand, and 
the difficulties in borrowing funds on .the other. It will be remembered too 
that the national bank note, though safe, did not exist in sufficient quanti- 
ties. Hence there was a widespread belief, with some basis in fact, that 
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a shortage of money existed. Together with the impact of what seemed 
to be chronic depression, and the troubles of debtors, this belief produced 
an agitation for more money. The agitation for more money was joined 
to and aided the interests of the silver producers. 

The pressure to ''do something for silver” resulted first in the Bland- 
Allison Act of 1878, under which the Treasury was required to buy at least 
2 but not more than 4 million dollars’ worth of silver each month. The 
silver itself was coined into silver dollars. Then in 1890, the Sherman 
Silver Purchase Act required the Treasury to buy 4,500,000 ounces of silver 
per month. The silver bought under this act was paid for with Treasury 
notes, i.e., paper currency. The latter, however, was made redeemable in 
either silver or gold. A depression in 1893 brought with it heavy with- 
drawals of gold from the United States to Europe. Silver was sold to the 
Treasury, which paid in Treasury notes redeemable in gold. Hence the 
Treasury’s gold stock was being depleted and replaced with silver. So 
great was the alarm over the rapid substitution of silver for gold that late 
in 1893 Congress repealed the legislation requiring the purchase of silver. 

Thus, finally, with the defeat of Bryan in 1896 the political forces favor- 
ing silver were defeated, and the general rise in prices which began in the 
same year created an economic condition in which the silver problem 
naturally subsided. The gold standard became firmly established. 

During World War I the United States sold about 200,000,000 ounces of 
silver to Great Britain for use in maintaining the coinage system in India. 
This might have been an opportunity for getting rid of silver which had 
lain in the Treasury’s vaults since the 1890s, but legislation required that 
the entii’e amount be repurchased. The depression of the 1930’s revived 
the demand for the remonetization of silver. The fall in prices after 1929 
brought with it the revival of the arguments for increasing the amount of 
money— chiefly to help the farmer and the debtor. It was argued also that 
the adoption of silver as standard money by the United States would in- 
crease trade with silver-using countries, such as China and Mexico. Actu- 
ally, the demand for an increase in the supply of money was met by the 
measures taken in 1933 to lower the weight of the gold dollar, and by the 
provisions for the emergency increase in the volume of greenbacks. Never- 
dieless, Congress passed a Silver Purchase Act in 1934. The purpose of this 
act, in its own words, is "that the proportion of silver to gold in the mone- 
tary stocks of the United States should be increased, with the ultimate 
objective of hawng and maintaining, one-fourth of the monetary value of 
such stocks in siIver.”,Hence the Treasury has been required to buy silver 
in very large nuiounts, Tbpt>.b of die great increase in the gold stock 
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after 19345 without much possibility of attaining the stated objective of 
the Silver Purchase Act. Moreover, the purchases i*equired by this act had 
the effect of raising the price of silver considerably. This of course bene- 
fited the domestic producers of silver. But in addition the price paid by 
the Treasury for foreign silver went up markedly, so that the world price 
of silver was forced up by the buying operations of the United States 
Treasury. Far from bringing advantages to the silver-using countries, the 
silver policy of the United States presented them with serious difficulties. 
China, for example, had been on a silver standard. But with the rise in 
the price of silver in the 1930’s it became profitable to melt coins and to 
ship the silver bullion to the United States and sell it to the Treasury. As 
a consequence the Chinese monetary system was disrupted. 

It has been said, and with truth, that the silver policy of the United 
States since 1934 is one of the few economic policies which can be unquali- 
fiedly condemned. For almost any economic policy, however bad^ Some- 
thing good can be said—but not for the silver policy. The domestic benefits 
of that policy have been confined to a very few thousand people, and the 
effects on international trade and relations have been unfortunate. The 
Treasury has had to pay for the silver. Only in small part have the costs of 
the silver been covered by the issue of silver certificates, which are law- 
fully and solemnly “backed up” by the purchased silver. But in any event, 
the volume of currency in circulation would have increased steadily during 
the 1930’s, and the Treasuiy^ could have issued small-denomination currency 
without the necessity of buying silver. 

OTHER PROPOSALS FOR CURRENCY REFORM 

The efforts of reformers to improve the functioning of the money system 
have not been confined to gold and silver. Other commodities have received 
their share of attention. Wheat, for example, has been suggested as a bet- 
ter standard than gold. Moreover, a collection of staple commodities has 
also been proposed as the base for the w^hole money system as something 
in which money would be redeemed. Even the erg, a unit of energy, has 
been advocated as the ultimate monetary standard. 

Proposals such as these have been advanced with the laudable pm"pose 
of achieving stability of prices and thereby general economic stability. The 
proposals have been based upon the belief that wheat, or a group of staple 
commodities— or whatever the commodity may be—will form a more stable 
base than was provided by the gold standard. It is possibly true that some 
other commodity, could be found 'the; physical production of which, would 
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fluctuate less, from year to year and from decade to decade, than the stock 
of gold. Actually, however, this consideration is not an important one. In 
the modern economy it has scarcely any significance at all. 

There are obvious reasons for the essential unimportance of the nature 
of the commodity upon which the money system is based. First of all, one 
part of the money supply— currency— is controlled in volume and in the 
extent of its fluctuations by mainly automatic factors, as has been pre- 
viously noted. All of the important issues center about the behavior of 
demand deposits, and in the present time currency does not present an 
economic problem. Now the volume of demand deposits is controlled, if 
at all, by a system of reserves, in which the actions and policies of the 
Federal Reserve System play an important role. Changes in the gold stock 
alter reserves, but the effects of changes in the gold stock can be coun- 
tered by action of the Federal Reserve System to vary reserves or the 
required reserve ratio. It follows therefore that the present system of 
control is capable, if only within certain limits, of handling variations in 
the gold supply. Consequently, a more stable metallic base than gold is 
unnecessary, because stability of reserves is achievable through the actions 
of the Federal Reserve System if it is not forced to serve other ends such 
as the maintenance of low interest rates to ease the Treasury’s problem 
in handling the national debt. In the second place, proposals for the sub- 
stitution of something else for gold almost always depend upon a crude 
interpretation of the quantity theory of money. There is a connection be- 
tween the volume of money and the level of prices, but it is a varying con- 
nection and one which cannot with surety be relied upon. Any reform of 
the money system which depends on variations in the quantity of money 
to cause predictable changes in prices is bound to be disappointing. Third, 
gold is still the universally accepted means of payment in international 
finance, even though no country now uses it as a domestic medium of 
exchange. Hence, the abandonment of the use of gold by any one countiy 
would seriously affect that country's ability to carry on foreign commerce. 

Proposals for Banking Reform ' 

The list of monetary reformers is not confined to those who advocate a 
standard different from the gold standard, or different from what is pres- 
ently in use, a 'managed inconvertible gold-bullion standard.” Some re- 
formers would alter the system of controlling demand deposits. Bills have 
been introduced into Congress which would, for example, have the effect 
of ordering the Board of Govamers of the Federal Reserve System to vary 
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the total volume of demand deposits so as to maintain a stable level of 
prices. The difficulty with such proposals is a twofold one, involving both 
the ends and the means. Is a stable price level really a desirable end in 
itself? A good case can be made out for a slowly rising level of prices. 
For that matter, some economists have thought that periods of rapid tech- 
nological change should be attended by falling prices. In any case a stable 
or even an unstable price level is a deceptive thing, as was shown earlier 
in the discussion of inflation and deflation. Even if an index of prices were 
made stablp there might still be profound changes in particular prices, 
some going up and some going down. It is issues like these which most 
monetary reformers almost invariably overlook. Even supposing that the 
end of a stable price level is desirable, what of the means? The question 
of how to stabilize a price level turns out nearly always to depend on the 
quantity theory of money. And while the theory is useful for some pur- 
poses it is not to be relied upon too much; the important factors are those 
which cause the quantity of money to change. 

A reform proposal which deserves serious attention is the ‘TOO per cent 
reserve” plan. This plan wmuld require a 100 per cent reserve behind de- 
mand deposits to be maintained by commercial banks, instead of tlie partial 
reser\^es (20 per cent or less) which they are now required to maintain. The 
member banks would acquire the additional reserves presumably by turning 
in their government bonds for notes bearing no interest (i.e., currency of 
some sort) which wmuld then be deposited with the Federal reseiwe banks. 
The purpose of the plan is to give government an exact control over the total 
volume of money by depriving the commercial banks of any power, singly 
or collectively, to create money. The plan would therefore take the deposit 
creation function away from the commercial banks, just as the note-issue 
function was previously removed. It would leave commercial banks only 
with the lending function, and they could lend only their stockholders’ 
money plus their undistributed earnings. The creation of deposits as 
loans are made would be stopped. The details of the 100 per cent reserve 
plan are .rather complex, but it- is. sufficient to say here that the plan is 
workable and that a government agency would detennine the exact 
supply. However, it would be a radical reform of the money system, more 
radical than any of the reforms of the past and certainly more so in its 
consequences than the dollar devaluation of 1933. It might be argued that 
so fundamental a change is scarcely worth the result attained— exact control 
over the total supply of money— since the demand for money is still free to 
vary in the course of business fluctuations. 

.. It is pertinent, .then, to examine the '.development of die actual policies 
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of tihe Federal Reserve System to see what success with what controls has 
been achieved. 



THE ORIGINS OF FEDERAL RESERVE POLICY 

Central banking policy in the period before World War I was primarily 
a policy of protecting gold reserves. The Bank of England was by far the 
most important of the central banks; its policies and traditions exerted a 
sti'ong influence upon the other centi*al banks and were influential on the 
United States in its framing of the Federal Reserve Act of 1913. The gold 
possessed by the Bank of England was the reserve behind its notes and its 
own deposit liabilities. Its depositors included the important commercial 
banks, which counted their deposit balances with the Bank of England as 
the reserves behind their demand deposit liabilities. Thus the system was 
similar to that now in effect in the United States. Since Great Britain was 
on the gold standard, the Bank of England was obligated to redeem its 
notes and deposits on demand. In practice, the demand for gold came 
from those who wanted gold for export. During the course of the nine- 
teenfli century the Bank of England learned from experience that by rais- 
ing its rate of interest— its ‘"'discount rate’’— it could check the demand for 
gold for export, so that a rise in the discount rate became the means of 
protecting the gold reserves of the Bank of England. The reasons that a 
rise in the discount rate maintained the gold reserves of tlie Bank of 
England are quite complex, but they can be summed up as follows: when 
the Bank of England raised its own interest rates, all other interest rates— 
those charged by other lenders, including commercial banks— were forced 
up; with higher interest rates, anyone with liquid funds could earn more, 
hence the incentive to turn liquid funds into gold for export was reduced. 
In fact, if the rates of interest in London became high eirough, there was a 
stimulus to move gold to London, turn it into money, and lend the money 
at the currently favorable rates. On the other hand, when conditions were 
favorable, when the gold reserve was high, the Bank of England would 
lower its discount rate, causing other interest rates to fall too. Lower in- 
terest rates favored the traders in London, and were regarded as a factor 
promoting a larger volume of business. 

. . \ Such was the tradition in the early part of the twentieth century. It was 
an accepted practice by which a central hank controlled its gold reserve 
and therefore the total volume of demand deposits by manipulating the 
.'discount rate— its own' interest '-rate.-' So powerful was this tradition that if 
was adopted by countries if could have little meaning; it persisted 
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in England even after the underlying conditions for it had been drastically 
modified.,^ . 

When the Federal Reserve System was established in 1913, the intention 
of the framers of the Federal Reserve Act was to create a central banking 
system similar in its control to that of the Bank of England. It most be 
understood that there was no slavish imitation of the British system. In 
the years before 1913 all banking systems were carefully studied, and fea- 
tures of other banking systems than the British were considered. For 
example, the Canadian bank-note system was a model, in its elasticity of 
volume, for the Federal reserve note. The clearing system in Germany was 
investigated thoroughly to find a means of providing an effective and 
simple clearing mechanism for bank checks in the United States. But the 
important issue of control over demand deposits was solved by an adapta- 
tion to American conditions of the British banking system of the time. 

Thus, in the Federal Beserve System commercial banks were required 
to maintain their reserves with the Federal reserve banks, just as British 
banks did with the Bank of England. Likewise, the gold reseives of the 
banking system were held by the Reserve banks. It was intended therefore 
that gold would be the reserve beliind tire Federal reserve banks'" note and 
deposit liabilities, and that the deposit liabilities of the Reserve banks would 
be the reserve behind tlie demand deposits owed the public by the member 
banks. It was intended further that ihe system would be controlled by the 
interest rate charged by the Federal reserve banks. 

Rediscount Policy 

In the early period of the Federal Reserve System, consequently, central 
bank policy was conceived to be largely a matter of ^Tediscount policy.” 
The rediscount rate is the rate charged member banks by Reserve banks 
for rediscounting commercial paper. The theory behind rediscount policy 
can be summarized as follows; If member banks require additional reserves 
to expand their own activities of lending and dex^osit creation, they will 
have to procure the needed reserves by borrowing from the Reserve banks. 
Such borrowing needs to be controlled, however, both as to quality^ and 
quantity. Control over quality signifies that borrowing of member banks 
from Federal reserve banks shall be based upon sound business activities 
only. This in turn means that the loans must be secured by adequate col- 
lateral, must be for short terms, 'and must be for bona fide commercial or 
agricultural transactions. Control over ■quantity^ means variations of die: 
; rediscount rate:, a high . rediscount/xate will prevent borrowing from be- 
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coming too large in volume, and a low discount rate will encourage bor- 
rowing wlien there is an insuflScient volume. If the quality and^ quantity 
controls are properly exercised, (1) member bank borrowing, therefore (2) 
member bank reserves, and therefore (3) the volume of demand deposits, 
will be correctly adjusted to the legitimate needs of business. This in turn 
would restrain unsound business booms and prevent business panics, such 
as had occurred periodically in the nineteenth century. 

This theory of control by rediscount manipulation contained an implicit 
assumption of automaticity in the relations between money, prices, and the 
business cycle. Rediscount policy was not regarded as a means of stabilizing 
prices or of eliminating the business cycle. Rather, it aimed at the opera- 
tion of a sound and liquid, a 'panic-proof,’" banking system. Price and 
business-cycle stabilization would come of themselves. 

During World War I the Federal Reserve System was preoccupied with 
the tasks of war finance and consequently the practicability of its controls 
could not be tested until 1919. The period of 1919-20 was one of a vigorous 
postwar boom. Prices rose rapidly and so did the quantity of money. 
Money increased because of the heavy volume of rediscounting, i.e., ex- 
tensive borrowing of member banks from the Reserve banks. Rediscounting 
increased member bank reserve balances, which served as the growing base 
for expanding demand deposits. The Federal reserve banks saw the dan- 
gers in the boom of 1919-20; and they did raise rediscount rates, but not 
very much, for to have done so would have been too "discouraging to 
business.” Although the Federal Reserve System was not able to prevent 
the large growth in the money supply with its raise in rediscount rates, 
when the boom came to an end it was without the collapse of the banking 
system which had earlier marked transitions from boom to depression. This 
much may at least be said for the workings of the system at that time. 

Because of the strength of the Bank of England’s tradition, and because 
the experience of 1919-20 was interpreted favorably, the rediscount policy 
of the Federal reserve banks was the focus of banking policy in the 1920’s. 
It is not much of an exaggeration to say that rediscount policy in the 1920’s 
was the economic policy of die Federal government. The Reserve System 
was the only public agency at that time actively engaged in influencing the 
economy as a whole. Whenever the Reserve banks lowered or raised their 
rediscount rates, financial writers would debate whether or not it was sound 
or unsound to "encourage” or "discourage” business at tliat particular time. 
Because of large imports of gold to tlie United States in the early 1920’s, 
the Federal reserve banks could not imitate the Bank of England in using 
rediscount policy to mamtdn gold- reserves. Reserves were very large and 
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needed no watching. Hence the new criterion of the "effect on business” 
of Federal reserve policy. With the advantages of the hindsight possible 
in the 1940 s, the business fluctuations from 1922 to 1929 seem mild. But 
they were real enough then, and in that period the question was whether 
these fluctuations could be dampened by the right rediscount policy, 
coupled with close control of the "eligibility” of the commercial paper 
which banks could offer the Reserve banks for rediscount. 

The test of rediscount policy came in 1928 and 1929. These were the 
years of soaring stock-market prices, of bank loans on. stock collateral, and 
of complaints of heavy diversion of funds to stock-market activities. The 
Reserve authorities were powerless to prevent the use of banking funds 
in the stock market; their only resource in attempting to limit stock-market 
speculation was to put a check on the total of demand deposits, which in- 
volved raising the rediscount rate. This, however, tliey hesitated to do, 
except mildly, for a rediscount rate high enough to force banks to curtail 
loans for stock buying would also have curtailed them for ordinary busi- 
ness purposes. The stock market collapsed in 1929, from its own top-heavi- 
ness, and not because of the rediscount policy of the Federal reserve banks. 
After the crash, rediscount rates were lowered, but with little apparent 
result Still later, in the early 1930 s, rediscount rates were reduced to 
almost nominal levels. But if this was to "encourage” business, the result 
was not apparent 

Open-Market Policy 

Thus, rediscount policy collapsed ingloriously in the 1930 s. During the 
1920's, however, another technique of Federal reserve control had emerged. 
This was "open-rparket policy,” It w^as explained in the previous chapter 
that purchases of government securities in the open market by the Reserve 
banks increase member bank reserve balances, while sales of government 
securities in the open market diminish member bank reserve balances.^ 
The Reserve banks seem to have stumbled onto this technique in the early 
1920's, when they bought government bonds for the sake of earning inter- 
est. ^During the 192Ts, open-market purchases and sales were carried on 
to some small extent, partly to cushion the effect of tax collections on mem- 
ber bank reserve balances. But since rediscount policy dominated, not 
much attention was given to open-market policy. 

The evident failure of rediscount policy in the 1930's, however, led to 
adoption of a definite open-market policy. Heavy purchases of government 
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securities in 1932 and in 1933 resulted in a situation which has continued 
to the present time. In the Banking Act of 1935 the importance^ of open- 
market operations was recognized by placing control definitely in the hands 
of the Board of Governors of the Federal Reserve System. Previously it was 
not clear whether the Board or the individual Reserve banks were vested 
with control of the volume of open-market purchases and sales. 

Open-market operations are a method of control far superior to redis- 
count rate changes. Member bank reserve balances can be directly and 
precisely manipulated. A rise in the rediscount rate, on the other hand, 
might or might not reduce member bank borrowing (and hence their re- 
serve balances); and if it did, the effect might take place indeterminately 
in one month, or in two, or in three. Open-market policy does have, how- 
ever, a serious defect. For most practical purposes it can work in only one 
direction, i.e., by purchasing. Open-market sales, which reduce member 
bank balances, cannot be made except on a small scale. Large-scale open- 
market sales would probably cause the prices of government securities to 
fall, and this would embarrass the Treasury and cause losses to the com- 
mercial banks and insurance companies, who are the principal owners of 
government securities. 

Another control possessed by the Board of Governors of the Federal Re- 
serve System is the power to alter the reserve requirements of the member 
banks. This power was granted by Congress in 1935 and is not a strong 
one, because the Board may vary the legal reserve ratios only within the 
limits of 13 per cent to 26 per cent, 10 per cent to 20 per cent, 7 per cent 
to 14 per cent, respectively, for the central reserve city banks, reserve city 
banks, and country banks. So far as it does go, however, this power is an 
effective one, for it can convert excess reserves (of member banks) into 
required reserves, and vice versa. It was used several times during the late 
1930s. 


CAN THE FEDERAL RESERVE SYSTEM CONTROL THE SUPPLY 
OF MONEY? 

Despite its instruments of control, the Federal Reserve authorities can- 
not completely control the total volume of money. In the case of paper 
currency, volume is determined by the habits of the public and the level 
of national output in monetary terns. The Reserve authorities of necessity 
must adjust their operations to the required volume of currency. More sig- 
nificantly ih^wolume.of. more important component 
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of money— is not controllable precisely under the Federal Reserve System 
as it now pxists. These are the reasons: 

1. One of the lesser factors is the small membership in the Reserve Sys- 
tem. There are more nonmember banks than member banks. True, 
the member banks account for over two thirds of total demand de- 
posits, but the remaining one third or less of demand deposits is 

. subject to the reserve requirements of the various states, not to the 
requirements of the Federal Reserve System. Thus, even if by con- 
trolling reserves the Federal Reserve authorities could manipulate 
demand deposits, they could influence only two thirds of all demand 
deposits J The other demand deposits (of nonmember banks) might 
change in a conti'ary direction. 

2. Any system of partial reserves is a system in which control over the 
deposits resting on the reserves is necessarily imperfect. An increase 
in reserves for the system, e.g., from gold imports, may or may not 
result in a multiple expansion of deposits. The expansion can be as 
great as the reciprocal of the reserve ratio, but it need not be. There 

^ is no telling how great it will be under given circumstances, because 
there are different reserve requirements for different classes of banks, 
and because the reserves are always partial and because banks may 
or may not expand to the limit allowed by their excess reserves. 

3. The size of member bank reserve balances cannot be controlled 
exactly. Heavy gold imports in the 1930’s could not be fully offset by 
the Reserve System. If the Reserve banks had sold government securi- 
ties in sufficient volume to neutralize the effects of gold imx:)orts, the 
consequences (a decline in the prices of government bonds) would 
have been disastrous for the Treasury. On the other hand, liowe^'er, 
the effects on reserves of movements in currency in circulation and of 
temporary Treasury surpluses can be offset, if they affect member 
bank balances In a manner adverse to the wishes of the Reserve 
authorities. 

4. The existence of large excess reserves is proof by itself of the inability 
of the Reserve System to ^control the volume of demand deposits. The 
Reserve authorities may want excess reserves to become required re- 
serves as deposits expand. But businessmen may not be borrowdng 
and the banks may not be creating the new deposits, so that excess 
reserves would be converted into required reserves. Or, pven^if the 

^ This statement must be qualified by adding tlrnt open-market operations infiiience 

flie reserves available tononmmber'banks./m an indirect way., ^ . y ,, v 
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Reserve authorities do not desire an expansion of deposits, the excess 
reserves persist as a threat of potential expansion. ^ 

5. Treasury policies may upset Federal reserve policy. During the war, 
as was already explained, Treasury borrowing resulted in a great 
increase in the money supply. Thus Treasury requirements overrode 
the then established monetary policy. It is possible that national debt 
retirement in the future, if it were so carried out as to reduce money 
supply, could conflict with the purposes of Reserve policy. Reference 
was made in the previous chapter to the fact that the bulk of the 
present volume of demand deposits was created as a result of the sale 
of government bonds to commercial banks during the war. The exist- 
ence of these deposits frustrates the exercise of Federal reserve control. 

6. The Reserve authorities do not control the demand for money. An 
expanded demand for money comes from businessmen in periods of 
rising investment expenditures, and from the Federal government in 
time of war. During the war, the Federal government's demand for 
money trebled the supply of money. This increase was greater than 
purely monetary considerations would have dictated, but the Reserve 
authorities could not interfere with Treasury financing. The dem'hnd 
for money for private investment activity and in the absence of gov- 
ernment borrowing could, however, be checked: the Reserve authori- 
ties could limit the availability of reserves and so limit deposit expan- 
sion. On the other hand, providing large bank reserves and low inter- 
est rates cannot stimulate tlie demand for money in a depression 
period. A revival of investment requires much more in the economic 
processes than availability of funds and low interest rates. 

For these reasons it must be realized that the Federal Reserve authorities 
have an imperfect control over the volume of money. If their policies do 
not conflict with those of the Treasury, the Reserve authorities can create 
the conditions for an increase^ or a decrease of the volume of money— but 
no more than this. Now this conclusion is of considerable importance. It 
means, for one thing, that as the banking system actually operates, it would 
not be possible to ' stabilize^' prices by manipulating the quantity of money, 
supposing diat it were desirable to stabilize prices and that it could be 
done in this way. Above all, tlie inability to control money means the subor- 
dination of monetary policy to other governmental policies. 

From time to time, proposals have been made to strengthen the existing 
controls possessed by the Board of Governors. The Board itself has asked 
Congress for authority to alter legal reserve requirements within wider 
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limits, and to continue the wartime restrictions on consumer borrowing. 
Such coijtrols, however, work effectively only in checking expansion. They 
cannot stop contraction. 

One of the lessons of the 1930’s was the failure of monetary policy- 
control over the volume of money— to accomplish what had been hoped 
from it. Prices were actually fairly stable in the 1920's; on the whole it was 
a prosperous decade. There was a strong tendency to attribute price stabil- 
ity and good business conditions to the very fact that the Federal Reserve 
System existed and had a rediscount policy. The depression of the 1930's 
proved that economic stability requires more than monetary polic)" alone. 

The quantity of money does vary. Its fluctuations are roughly parallel 
with the changes in national output. Such has been the experience up to 
the present time. Only a radical transformation of the money system, such 
as^the adoption of the 100 per cent reserve plan, would make possible the 
exercise of effective control over the volume of money and, even then, 
demand for money would, of course, be beyond the control of the monetary 
authorities. 




PART rv 

PRICES AND THE ALLOCATION OF 
RESOURCES 


CHAPTER 1 2 

Prices and Price Functions 


The basic concern of this and the following nine chapters is the study 
of what determines relatwe prices. There are two sets of relative prices, 
the formation of which are examined separately. First, there are end prod- 
ucts, or consumer goods, and second, there are factors; capital goods, labor, 
and land. Chapters 13 to 16 inclusive deal with the determinatioir of the 
prices of end products, and Chapters 17 to 21 consider the processes by 
which factor prices are determined. Both groups of prices affect each other, 
but to simplify the discussion in Chapters 13 to 16, it will be assumed that 
factor prices are given. 

The commodities and services which constitute the national output are 
exchanged in the processes of production before reaching the stage of final 
consumption. Each act of physical exchange involves an exchange of money. 
Prices are the rateSy measured in money, at which commodities and services 
comprising the national output or income are exchanged. The national out- 
put is in reality measured as a sum of prices. The amounts of commodities 
in finished form and services rendered directly to persons are multiplied 
by their prices to measure output in dollars. However, price is employed 
in this discussion to include not only commodity prices in the ordinaiy: 
sense, but also wages, interest, and rents. Wage rates are prices of labor, 
interest rates the prices paid for borrowing money, and rents 'the prices 
paid for use of land. Likewise, price wil here include rates and fares (such 
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as those charged by railroads), fees (such as those charged by professional 
men), and commissions (such as those charged by salesmen), and many 
.other money costsd 

Prices are not, however, merely a measuring stick to be used in describ- 
ing the national income or levels of production and employment. Prices are 
in themselves a determinant of tlie composition of national output. Their 
singular importance in the economy is seen in the fact that, together with 
technology and natural resources, prices are the principal guide to the 
millions of decisions made as to what to produce. 

The economy of the United States is a price economy, in which prices 
are the principal regulators of economic activity or, more particularly, in 
which prices are the determinants of the allocation of economic resources. 
In any modem economy the myriad problems relating to taxes, labor, 
tariffs, etc., are but special aspects of two major factors: the level of em- 
plowent of resources and the allocation of resources. It will be seen that 
prices determine in large measure why resources are used as they are, why 
certain commodities are produced rather than others, and why .commodities 
are produced in particular ways. 

An entire economy may be characterized briefly by the type of regula- 
tion applied to its operation. Russia is said to have a planned economy, 
one which is governed primarily by the decisions of a central governmental 
authority, in contrast to the economies of the United States and Canada 
which are regulated chiefly by the individual decisions of the producers 
and consumers in the entire population. 

In the United States and Canada these decisions revolve about prices. 
The term "'price economy'" is very often given the same general meaning as 
"market economy,” "competitive economy,” "'"free enterprise system,” and 
""capitalism.” Of course each of these terms stresses a particular aspect of 
economic activity: markets, external regulation, or private ownership of 
economic resources. Thus while prices themselves cannot be considered the 
measure of the whole economy, yet tire price system may be said to repre- 
sent the chief aspects of this economy. 

The functions of the price system are (1) to distribute consumer goods, 
(2) to direct production, and (3) to allocate labor and other resources. These 

^ Persons employed by others receive wages or salaries, which are the prices paid for 
their services. The self-employed mclude professional people and others engaged in 
service occupations— doctors, lawyers^ . barbers, tailors, fortunetellers— whose gross in- 
comes consist of the sum of the prices paid, for services performed by them. The gross 
receipts of farmers, and of manufacturing, retailing, and other corporations consist also 
of tlie sum of the prices received for conmaodities and services sold by them. It is, in 

'-ocon^ 
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functions are integral parts of one process. Consumer goods are distributed 
by meam of the price system among individuals. But the goods have to 
be produced first, and a favorable price ratio, i.e., prices received exceed 
prices paid, directs their production. But production entails the use of labor, 
capital goods, and natural resources, and the prices of these are the incomes 
of individuals, who are all consumers. Thus, consumers buy goods which 
are produced with resources the prices of which constitute the incomes of 
the consumers, 

PRICES AND THE ALLOCATION OF CONSUMER GOODS 

A function which must be performed in any economy is the distribution 
or allocation of consumer goods. Once these goods are produced tliey must 
be distributed among consumers. And more than that, the flow of produc- 
tion must be so organized as continuously to bring to the final stages of 
distribution the consumer goods intended for consumption by individuals. 
Thus the distribution of existing consumer goods and the direction of pro- 
duction toward consumption are two tasks to be accomplished. This is true 
of the. economy of a primitive tribe dr of an isolated monastic order or of a 
socialist society or of an economy like that of the United States. Consumer 
goods can be distributed in three main ways: (1) according to defined 
principles prescribed by tradition and community customs; (2) by means 
of prices under conditions permitting the customers to follow their own 
preferences in spending their money incomes on commodities; (3) according 
to a system of rationing or other allocation administered by governmental 
authority. 

The first of these methods prevailed in the simple economies of the dis- 
tant past, particularly in the manorial economy of the early Middle Ages 
in Europe. As was noted in detail previously,^ the annual produce of the 
land was distributed in land, part to the lord of the manor and Ms re-, 
tainers and part to the cultivators of the land, to each according to his 
community status. The second method is that of price economies, as in the 
United States. The third method of allocating goods, by a rationing system, 
could be made use of in a sodaHst^ ecoBomy. The Soviet Union has in the 
-past' made extensive use of rationing systems. During wartime the United, 
States 'and other countries have employed rationing to some extent as a 
supplement to the normal method of price allocation* 
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^Distribution of Consumer Goods in a Price Economy 

The distribution of consumer goods in a price economy is determined 
by the free and individual choices of the consumers within the limits of 
their incomes. Because income diflFerences are very great, some persons are 
free to select a great many diflferent commodities while others are able to 
select very few. But it is a system of free consumer choice— each consumer 
has a money income, all of the commodities available have money prices, 
and the consumer buys what he wants and is able to pay for. 

Out of the great stock of commodities available to him, the consumer 
buys those kinds in the amounts he prefers and no others. Individual tastes 
differ widely as to both the kinds and amounts, even in a society where 
tastes are often said to be standardized. Variations in taste, when exercised 
on the great quantity of different things produced in the economy, result 
in many individual patterns of consumption. The price system brings about 
a precise adjustment of commodities to consumer preferences and income 
or, in other words, to individual patterns of consumption. 

It must be added that under a price system each consumer can, within 
the limits of his income, besides buying what he wants and in the amount 
he wants, also buy the things he desires when he wants them. Perhaps this 
factor can best be illustrated by wartime practice in which rationing was 
imposed on several types of commodities. Holders of ration books found it 
necessary to observe closely the validity dates of stamps, for if they waited 
too long to buy, the stamps became invalid. Also, for imrationed goods it 
was necessary to be vigilant of time. Stocks were sometimes insufficient, 
and often only those who were on hand to buy at the right times were 
supplied. It will be readily seen that time can be a factor in consumer 
preferences, for under rationing— which was of course a control super- 
imposed on the price system— the consumer's free choice is limited not only 
in amount but also in the time and frequency of purchases. 

Many commodities are produced seasonally but are consumed the year 
around, such as foodstuffs like eggs and fruits. Other commodities are con- 
sumed seasonally but are produced the year around, such as Christmas 
cards and swim suits. In all such cases, the adaptation of production and 
consumption to each other is a fairly complex matter. In part it is accom- 
plished by the storage of a seasonally produced good until its market demand 
is high. Likewise, production of a seasonally consumed article may be stabi- 
lized by placing it in inventory during periods when consumption is low. 
Seasonal variations in prices adjust seasonal variations in production and 
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consumption. Egg prices are low in spring when production is at high 
seasonal levels, and thus encourage consumption; in the fall, when produc- 
tion is low, egg prices are high and thus check consumption. The prices of 
oranges, tomatoes, apples, and other food products vary during the year— 
always in a way to adjust consumption to the fluctuating volumes of 
production. 

The geographical distribution of commodities is also governed in part by 
the price system. To be available to consumers, commodities must be 
shipped from their places of production to every population center in the 
land. So unobtrusively does the price system bring about the geograpliical 
distribution of commodities that this aspect of its functioning is scarcely 
realized. Except for unusual items, the consumer takes it for granted that 
the retail outlets with which he deals will always have in stock the articles 
he is accustomed to buying. Again, wartime practice may be used for 
illustration. During World War II certain commodities such as meat and 
butter were available in some cities, but at the same time either very scarce 
or not available at all in other cities. The reason was that the maximum 
prices established by the government early in the war failed to correspond, 
subsequently, to the actual supply. Consequently the maximum prices in 
some cities were higher than those in others, so some dealers shipped all 
or most of their products to the high-price cities. For example, when ration- 
ing of most meats was lifted during the summer and fall of 1944, maximum 
prices on the east and west coasts proved to be slightly less attractive to 
producers than maximum prices nearer producing centers with the result 
that for several months meat was very scarce on both coasts but ample in 
the Midwest and other principal producing areas. 

The types, amounts, and proportions of goods available are also controlled 
by prices. A simple example which illustrates this function of the price 
system is the choice of cuts taken from a side of beef. Various steaks— 
sirloin, club, round, and porterhouse— as well as roasts, spareribs, plate beef, 
etc., are to be found. It is possible that these cuts could be distributed by 
dividing the total number of pounds by the number of consumers and 
allotting each consumer his share of the pounds of beef. Or the consumers 
could be grouped in a hierarchy of social rank and then receive portions 
ranging from the best to the poorest in accordance with their rank. Or, 
some unkind critic of socialism has suggested, the whole animal could be 
ground into hamburger and distributed by pounds equally. In a price 
economy, however, each cut of beef has a different price, and the differences 
are such that the whole carcass is disposed of during the same time period, 
No cuts go unsold, none are held oyer to spoil Those consumers who want 
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and can afford the better cuts pay more; the poorer cuts are sold at a low 


Warfime Price Contra!- 

A brief examination of the operation during World War II of the system 
of price control and rationing is helpful because it will highlight the impor- 
tant aspects of the price system. The prices of consumer goods were con- 
trolled and many commodities were rationed by the government. Without 
government control, prices would have risen sharply. Rapidly rising prices 
distort distribution, because incomes increase unevenly and tliose whose 
incomes become larger obtain more goods at the expense of those whose 
incomes do not rise. 

The control of prices during war was, in principle, an easy task, because 
the government had only to keep prices from rising. Even in preventing 
prices from rising, however, the government had its difficulties. Whenever 
a maximum price is fixed— kept at some level lower than that to which it 
would rise in the absence of control— the amount consumers seek to buy 
exceeds the amount offered for sale. If the price were not fixed, it would 
rise, thus eliminating buyers until the amount the remaining buyers are 
willing to purchase equals the amounts for sale. When under these circum- 
stances prices are held down by government, the distributive mechanism 
is thrown into disorder: queues form in front of stores, goods are dealt only 
to favored customers, and black markets mushroom quietly. For basic com- 
modities public policy demands that rationing be instituted. For example, 
assume that before the war butter sold at 40 cents a pound and that normally 
10 million pounds a year were bought by the consumers in a city. The 
advent of higher wartime incomes would cause, say, 15 million pounds pf 
butter to be bought. If the price were fixed at 40 cents and only 10 million 
pounds came into the city, demand would exceed supply. If prices had not 
been controlled, butter might have gone up to 65 cents a pound, eliminating 
many low-income buyers and thus making demand equal the supply at this 
price. If the price were held at 40 cents, 10 million pounds would have to 
be rationed among the people who would at this price want to buy 15 
million pounds. , 

The wartime rationing system necessitated a very large administrative 
staff, in Washington, in regional offices, and in every community throughout 
the land. Besides paid governmental employees, large numbers of volunteer 
workers were required to make the rationing program function. But the 
price system requires virtually rib . administrative supervision 
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for its operation. There are no policy decisions to be made in Washington, 
there are^ no directives to the field offices, there are no local boards, there 
are no acres of filing cabinets, no voluminous correspondence, no accumu- 
lating mass of regulations, no governmental red tape. There are no ofiicials 
to blame, no policies to criticize. Wartime rationing was no doubt politically 
necessary, and its consequences preferable to uncontrolled inflation. But 
where the special atmosphere of a war. economy is lacking, the pricing 
system is superior to rationing. Furthermore, no rationing system can adjust 
the supplies of available goods so closely to consumers' preferences as can 
the price system. Under the price system consumers get what they want 
within the limitations of their incomes. Under a rationing system consumers 
get what is allowed by governmental allocation. In rationing articles such 
as sugar and coffee, the government has little choice except to allot each 
person the same quantity. Although these commodities are consumed almost 
universally, tastes differ enough so that the ration corresponds only to the 
preferences of a few. 

One very strong indication of the efficiency of the price system was its 
imitation by the ‘point system'' of wartime rationing. Canned goods, as well 
as meats and fat, were rationed during the war by assigning to each article 
a certain point value, by allowing the consumer a quantity of points for 
each time period, and by permitting the consumer a free choice of the 
various rationed commodities. (In other countries, clothing was also rationed 
by means of the point system.) The point system, allowing free consumer 
choice wMiin the group of rationed goods, differs from the price system in 
that all consumers have the same income (in points to spend). While the 
point system of rationing resembles the price system, there is one difference 
worth noting: Under the point system, consumers must be concerned with 
whether point values will be raised or lowered, whether the validity of the 
ration stamps will be extended, whether commodities will be added to or 
stricken from the ration list. Further, there is the constant problem of 
keeping in mind two sets of prices*— money prices and point value. 

Black markets tend to be an accompaniment of fixed maximum prices and 
of rationing. In wartime, the existence of black markets hampers the 
economic program of the government. Nevertheless, a black market 
is one in which the price, however high it may be, equates the amount 
demanded and the amount supplied; thus the black market is more 
' "normaF thin a controlled market In 'Some liberated countries the black 
market is reported to have taken -care of a far larger volume of transactions 
than' the ‘government-controlled market 
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PRICES AND PRODUCTION 

The function of prices in allocating any given quantity of consumer goods 
has been shown. This function is linked to another, directing production. 
The two functions— allocating the supply of produced consumer goods and 
directing the flow of production of new consumer and producer goods— are 
closely related, but it is well to consider them separately because in a 
socialist economy like that prevailing in Russia, different methods are 
employed in carrying out these functions. A socialist economy can employ 
a price system as a means of distributing consumer goods, but it may 
establish a system of production which is not dependent on prices. In Russia, 
for example, the amounts, types, and qualities of consumer goods produced 
are determined by a central planning authority. It is expected that the 
opinions and values of the planners will not coincide with those of all the 
consumers. Socialist planners might decide to produce more men s shirts 
and fewer mens socks at a time when additional socks rather than shirts 
are wanted by the consumers. 

In a capitalist economy, on the other hand, production is not directed by 
central authority but by prices. That is, prices producers expect to get 
indicate prospective profitability and in this manner direct production. 
Even in the face of wartime controls industry was sufBciently flexible to 
respond to changes in consumer demand. For example, when there was a 
fear of enemy air raids on the coastal areas of the United States, defense 
measures were undertaken by the government, and very quickly blackout 
curtains, sand containers, aiid other equipment appeared in shops to be 
bought and installed by worried citizens.. These things appeared so quickly 
not because of governmental orders, but because manufacturers sensed a 
profit and capitalized on it. 

The price system, under which producers govern themselves according 
to consumer demand, has been likened to political democracy in this way: 
politically the individual votes his approval or disapproval of public policies 
by casting a ballot; economically, as it were, by spending his dollars. By 
spending them in one direction he indicates approval, and by refraining 
from spending them in another direction he signalizes his disapproval. This 
parallel cannot he carried very far, because while each person has one vote 
at the polls, the number of dollars at the disposal of individuals varies 
widely. 

In directing the flow of production prices determine (1) the types of goods 
produced, (2) the quantities produced, and (3) the methods by which goods 
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are produced. Different types of goods and services are produced according 
to profit \ expectations which in turn depend upon price expectations. 
Every investment decision hinges upon profit expectations which are 
expectations of future price relations. If manufacturers expect the price of 
a product to rise, without a corresponding rise in the prices of labor and 
material, they will produce more of the product.^ Rising prices for particular 
commodities result from increases in demand on the part of consumers, 
either because of a change in their tastes or because their incomes increase. 
The sequence of inci'eased demand, higher prices, larger profits, and ex- 
panded production does not always occur chronologically. Producers may 
anticipate a change in consumer demand, thus anticipating price and profit 
changes, and therefore increased quantities may arrive on the retail market 
just as the increased demand is manifested. On the other hand, falling prices 
are signals to producers to curtail output Most producers actually produce 
more than one good, so that a falling price for one good usually results in 
diverting resources from it to the production of others. 

Methods of production are also determined by prices, within the possi- 
bilities presented by the state of technology. A farmer uses land, hired labor, 
machinery, and fertilizer to produce his crops, all of which may be combined 
in different ways. He can produce a crop of some given size on a large piece 
of land, utilizing no machinery or fertilizer; or he can combine a small piece 
of land with intensive application of fertilizer and machinery to produce a 
crop of the same size. To a considerable extent,^ a farmer can substitute 
labor for machinery and machinery for labor. The amounts in which these 
four resources are employed are dependent on their prices. If land is cheap 
and labor is dear, more land and less labor will be utilized; if land is dear 
and machinery is cheap, less land will be used but it will be farmed inten- 
sively; etc. In a price economy the price of a resource, such as land or farm 
labor, is an index of its over-all scarcity. It is desirable for an individual as 
well as for the nation that cheap resources be used in larger quantities than 
dear resources. In manufacturing, where there is an even greater range of 
possible methods of production, the need is likewise to choose the lowest 
priced combination of labor, materials, and machinery. 

Alfernafive Controls of Produdthrt 

In the modern world the chief alternative to the control of production by 
prices is government authority. Even in a price economy the government 

® See Chap. 5, pp. 111-18, on the^role of prices, profits, and expectations. 

Subject to the facts of diminishing ’ .returns and the indivisiMfty of the factors of 
production (discussed in Chap/1T)»: , 
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already plays an important part in directing production, partly supplement- 
ing tlie results of the price system and partly opposing its free .operation. 
Government prohibits the production of certain types of goods and services, 
such as liamiful drugs, some forms of gambling, and sometimes beverage 
alcohol for nonmedicinal uses. On the other hand, the government produces 
some services itself, such as public health services, highways, public educa- 
tion, which can be produced under a price impetus though in different 
form. Government also modifies the price system in the quantity of produc- 
tion. Subsidies, for example, are paid to certain producers to increase output. 

The government influences methods of production very considerably by 
certain controls on prices. By establishing minimum rates of wages, and by 
encouraging collective bargaining which in turn tends to raise wages, con- 
temporary government has impelled the substitution of machinery for labor 
in many fields of production. By regulating the rates charged by railroads 
more stringently than the rates of motor carriers and airlines, the Federal 
government has probably diverted some traffic from the railroads to bus 
lines, trucking companies, and airlines. By raising the prices of imported 
commodities through the imposition of tariffs, the government has encour- 
aged the production of some commodities which otherwise would not have 
been produced in this country at all and discouraged production in export 
industries. 

The dii*ect control of production by government authority is, however, 
vastly different from the intermittent and sometimes temporaiy government 
control in a price economy. When directed by prices, production is neces- 
sarily geared to consumers^ wants in accordance with their incomes; when 
directed by government authority, as in a planned economy, production is 
geared to the purposes of the authorities. The purposes of the authorities 
may be the waging of war, preparation for war, intense industrialization, 
national aggrandizement, or consumer welfare as interpreted by the authori- 
ties, with or without the expression of the consumers themselves. Guiding 
of production by authority requires elaborate administrative apparatus, 
because all of the impersonal decisions made by the markets in a price 
economy must here be made by boards, commissions, committees, commis- 
sariats, bureaus, and similar bodies. 

Still another alternative has been suggested: that production can be 
guided by authority through , a process of "imitating'' the system of free 
prices; prices would be set 00; a trial-and-error basis until the results of a 
Tree price"' system' wbuM',be;;'acMe^ ,would_be so fixed by govern- 

ment tliat the amount of each j^^bduct demanded would equal the amount 
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produced. While such a system has never been tried, wartime experience 
with price control raises grave doubts as to whether such price changes 
could be made fast enough and accurately enough to prevent serious dis- 
tortions of the economic system. 

Much can be said of the problems of incentives and management in an 
economy where government plans and carries out all production. But the 
great and all-important difference between production which follows prices 
and production which follows authority is that the former is a system iinder 
which individuals freely adapt their productive resources to meeting the 
freely made consumers' choices, while the latter is a system in which 
government directs production to its own ends. 

Prices Determine Income 

It has been stated that incomes depend upon prices. Wage and salary 
rates are prices paid for personal services. Rents and royalties are the prices 
paid for the use of natural resources and capital. In general, incomes are of 
two broad types: personal-service incomes, arising from the exertion of 
human effort, and property incomes, arising from the sale of rights to 
employ property (producer goods and rights to producer goods). 

Incomes not only reward those who engage in production, they also serve 
to allocate productive services for different uses. Consider the allocation of 
labor. Why do young people choose particular occupations and professions? 
Working conditions, the kind of training required, the chances of advance- 
ment, social standing, individual likes and dislikes are all factors influencing 
the choice of a business, occupation, or profession. But a major and omni- 
present factor is prospective earnings. Prospective earnings of the different 
occupations vary widely. In general people seek those witli the highest 
incomes. Thus, income differences dominate in directing the flow of young 
people from the schools into the various trades and professions. It is 
recognized that the higher respect accorded skilled occupations makes them 
for some people more desirable than unskilled jobs, but the higher incomes 
of skilled workers constitute a more powerful attraction. Similarly, clerical 
jobs are often preferred over manual jobs paying somewhat more money 
because of the prestige accorded office work, yet when manual jobs pay 
markedly increased incomes— as during the war— many white-collar workers 
forsake their assumed dignity for fatter pay envelopes. 

The price of labor, then, plays a major part In distributing.labor among 
different employments, much as the, price ,of a commodity distributes it 
among various uses* Changes 'm the .earnings of labor are especially im^ 
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portant. When earnings in one occupation or profession rise, without a 
corresponding rise in other fields, labor crowds into the higher incpme field. 
If carpenters^ earnings in working on the construction of apartment houses 
become higher than carpenters’ earnings in working on single houses, car- 
penters will seek employment on apartment projects. If freshmen engineer- 
ing students believe that the incomes of chemical engineers will be higher 
than those of mechanical engineers, more of them will decide to become 
chemical engineers. 

CRITICISMS OF THE PRICE SYSTEM 

Prices, along with some government control, do the work of distributing 
goods, directing production, and allocating resources. What are some of 
the criticisms of the price system? One objection often voice^ in the past 
is based on ethical grounds. In a price economy men are bound together 
by a cash nexus, it is declared. They work together not for reasons of 
brotherhood and humanity but because the acquisition of money is their 
common and overwhelming desire. The morals of a price economy are the 
morals of the market place: to buy cheap and sell dear, to be selfish and 
deceitful to advantage, to separate nobility and goodness from the wmrk-a- 
day world. This type of objection is in part simply a criticism of all worldly 
institutions. Beyond this, however, it does bear specifically on money, prices, 
and profits as means of conducting economic activity. To be sure, money 
earnings are the reward and the economic measure of success for the farmer, 
the businessman, the salaried employee, and the professional man. But the 
money earnings of one person come from other individuals whom he has 
somehow served and who voluntarily decide to pay him for services ren- 
dered. The price system is a system of human co-operation, albeit an 
impersonal one which achieves the closest adaptation possible of resources 
to the ends of individuals whatever these ends may be. 

Still another type of criticism of the price system is that it is not humani- 
tarian or, at worst, degrading. Consider the plight of the hand-loom weavers 
during the early part of the nineteenth century. Textiles were formerly 
produced by hand, and the hand-loom weaver's earned a subsistence income. 
The introduction of machinery during the Industrial Age radically 
changed methods of production in the industry, and the prices of textile 
products fell. The incomes of the hand-loom weavers were cut very sharply, 
so that in parts of northwestern Europe they suffered acute distress and 
many starved to death. The contemporary economy had no provision for 
the succor of its workers. This cjondition has characterized most societies 
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under a price economy at intervals during modern times* Individuals have 
been victims of the economy’s changing methods and general fluctuations, 
as well as being benefactors of it. What is involved here are those iiistances 
where changes in prices drastically reduce the income of people who depend 
upon the sale of some one product or service for their livelihood, and who 
have no alternative source of income. When there are other income sources, 
the impact of the drop in one price is less severely felt Yet any society, 
unless it is one in which no change of any kind takes place, is faced with 
the employment problem of those members whose services suddenly lose 
their value. The obvious thing to do about a situation of this kind is to direct 
such persons into branches of production where their services will have a 
value. But in a price economy, where the price and market mechanism is 
relied upon, individuals whose services decline in value are left to shift for 
themselves. They are given advice, unemployment compensation, and the 
benefits of some kind of social security relief but they are not actually 
transferred, by governmental authority, to other areas, industries, or occu- 
pations. This is the inevitable accompaniment of the freedom of choice 
afforded the individual. 

A further criticism of tlie operation of the price system is technological, 
as it were, declaring that the vast and complicated production of modern 
industry is devoted, not tp what is considered humanitarian and useful, but 
rather to what promoters and speculators guess will sell at a profit Pro- 
duction serves pecuniary ends, not technological ones. This criticism has 
been of recent times particularly forceful in the United States where its 
slogan is often given as '^production for use, not for profit.” But from the 
price economy’s point of view, production for profit is production for use. 
A producer makes profits only if people who want them will buy his wares; 
profits and prices are thus the link between the producer and the consumer, 
the mechanism which gears production to consumption. Critics of the price 
system often retort that producers drum up a demand for useless things 
and so make a profit, for selling useless or even harmful goods, but this 
position inevitably is based on the-assumption that consumers lack rationality 
and education to achieve adequate protection in the economy. 

It is, furthermore, often stated that the price system is "unplanned ” that 
it is anarchic, chaotic. It is admitted that the modern econom.y operates 
largely according to consumer preferences, but certain critics point out that 
the pattern of operation is unstable and is easily disrupted by depressions. 
Conceivably, stability could be attained in a rigidly planned economy. To 
plan an entire economy means, however, to substitute the decisions of 
government for those ,of consumers :which would mean the sacrifice of 
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mdividuai rights. A major problem is posed in modern times by those who 
advance the rival claims to stability and security by government control on 
the one hand, and to the retention of individual freedom through the price 
system on the other hand. 

The price system adjusts production to the preferences of the consumers, 
but it Is also argued that while wealthy consumers can satisfy their varied 
wants, poor consumers are often unable to satisfy very basic wants. While 
inequality of incomes is attributable to the operation of the price system 
itself, the extent of inequality is not inherent in the price system. Some 
institutions, such as inheritance, and the existence of unequal educational 
opportunities, greatly intensify the inequality arising under the price system. 

Economists generally agree with another type of criticism— that based on 
market imperfections. By 'market imperfections” are meant the impediments 
to the functioning of prices in allocating resources. Lack of knowledge is 
important; if the consumer does not know where to obtain the lowest prices, 
be fails to obtain maximum satisfaction from his income. Similarly, pro- 
ducers often lack knowledge of available market opportunities and thus 
obtain insulBcient income from the use of their resources.. Thus, where 
knowledge is poor, the adaptation of production to consumption is imperfect. 

Another aspect of imperfection is the slowness with which adjustments 
to price changes are sometimes made. The price of a product may decline, 
tlius indicating the need for a contraction in the output of the commodity 
and a consequent smaller number of producers, but since the contraction 
may occur over several years and meanwhile be interrupted by several 
periods of renewed high prices, producers are unable to adjust efficiently 
their inventories and schedules. Industries which are subject to a long-term 
decline in the demand for their products and therefore to long-term ex- 
pectations of lower prices, but which decline slowly owing to periods of 
temporarily higher prices are. known as "sick industries.” 

A further and related distortion of the price system is that exercised by 
monopolistic influences. For present purposes, monopolistic practices may 
be defeied as control or manipulation of prices by persons or organizations. 
The resource-allocation function of prices is exercised most efficiently when 
prices are not influenced by the direct decision of any one person or group. 
This may be restated: the price system works best when prices reflect the 
sum total of the decisions of many individuals. Prices should determine, and 
not be determined; prices should direct individuals, not be directed by diem. 

: In wide areas of the present economy prices are in fact controlled by 
monopolistic organizations, by individual businessmen, by unions, and by 
the government. Often; this control is minor; a manufacturer may be able to 
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decide to price his product at $9.90, rather than at $9.95, not being in a 
competitive position to deviate moi*e than 0.2 per cent from a price of $10. 
In other cases the extent of the control is much greater. If an organization 
can control the price of an important raw material, a fairly substantial 
diversion of resources is effected. 


CHAPTER 13 

Demand 


“Prices are determined by demand and supply.^ Editorials in the press 
and letters to the editors, like most public discussions of this day, have at 
one time or another declared that some measure “violates the law of supply 
and demand.’’ The "law” of supply and demand is invested thus with the 
dignity and the inviolability of the law of gravity. Unwary indeed must be 
the legislator who would dare go against such a law. There is, of course, 
no unique law of demand and supply in the sense of some rigid relationship 
which always manifests itself in the same way. Writers on economics in 
the nineteenth century did lay down “laws of political economy,” and did 
make some pretensions that these were similar to natural laws, but a pre» 
occupation with economic laws is not a fruitful pursuit in economics today. 
There is quite obviously a need to state conclusions about, for example, the 
relations between demand and price under certain conditions; but nothing 
is gained by calling such conclusions laws. The careful student will arrive 
at a series of generalizations, bearing one on the other, about demand and 
supply, not one. 

The prices of commodities and services, it has been said, are the rates in 
money at which the commodities and services are exchanged for one another. 
In each of the millions of exchanges taking place every day there is a buyer 
who pays a price for the commodity, and a seler who sells the commodity 
at a price. The following discussion is. centered on the action of the buyer, 
the reasons for it, its characteristic behavior, and its consequences. This is 
the problem of analyzing demand,- which is one phase of the inquiry into 
the forces drtanninmg pri 
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AGGREGATE AND PARTICULAR DEMAND AND SUPPLY ^ 

At this point an important contrast should be noted between the descrip- 
tion of demand and supply in Chapters 4-6 and the definitions that are 
employed in this and following chapters. In Chapters 4-6 the term 'aggre- 
gate demand” represented the total expenditure of consumers, investors, 
and government for commodities and services. In the present discussion, 
however, the analysis of demand focuses on the individual demand for a 
specific product and, likewise, on the demands of all persons in a given 
market for a specific product. Aggregate demand, on the other hand, refers 
to the whole expenditure for the national output. This contrast is evident 
also in the definition of supply. Unlike aggregate supply, which is the total 
value of the commodities and services making up national output, the analy- 
sis of supply in the following chapter focuses on the supply of particular 
commodities and services and the conditions governing this supply. The two 
approaches—the aggregate and the particular— are often distinguished as the 
macrocosmic and microcosmic. The macrocosmic is concerned with the 
whole, the microcosmic with the parts comprising the whole. For purposes 
of analyzing the levels of national output, income, and employment the 
aggregative concepts are used; for analyzing the composition of the national 
output the particular demand-and-supply approach is used. 

PATTERNS OF CONSUMER EXPENDITURE 

Granting that the spending decisions of individuals and families direct 
the employment of resources and influence the use of these resources, it is 
important then to examine the effects of these decisions on the prices of 
particular commodities and services. How American consumers divided 
their expenditures in 1935-36 is shown in Table 23. 

Of the total expenditures, approximately 75 per cent was spent on food, 
clothing, and shelter. It is particularly important to compare the expendi- 
tures of persons in relation to their individual incomes. Consumers with 
annual incomes between $750 and $1,000 devoted 40 per. cent of their 
expenditures to food, those with incomes between $1,750 and $2,000 spent 
83 per cent on food, and those with incomes between $10,000 and $15,000 
spent 20 per cent. Although the high-income consumers spent only half as 
large a proportion of their incomes on food as the low-income consumers, 
tile high-income consumers spent on the average over six times as much on 
food as the low-income consumers. For the other items of expenditure. 



DEMAND 


289 


Table 23 DISTRIBUTION OF CONSUMER EXPENDITURE, 1935-36 


Expenditure 

Average percentage 
of individuai income 

Food 

33.6 

Housing and household operation 

29.5 

Clothing 

1 0.5 

Automobile 

7.6 

Medical care 

4.4 

Recreation 

3.3 

Furnishings 

2.8 

Personal care 

2.0 

Tobacco 

1.9 

Transportation other than auto 

1.7 

Reading, recreation and other expenditure 

2.7 

Source; Adapted from National Resources Committee, 

Consumer Expenditures 


in the United States (UnHed States Government Printing Office, Wash- 
ington, 1939), p. 46. The term consumers included all family tnembers 
(115,966,000 persons) and all single individuals {10,058,000 persons), 
but excluded residents in institutional groups (2,000,000 persons). 


Other differences, though less striking, will be found between low-, middle-, 
and high-income groups. In general, as the individual level of expenditure 
increases, the proportion of expenditures on food decreases; on housing it 
remains almost constant; on clothing, automobiles, medical care, recreation, 
and education it increases. For transportation by other means than by 
automobile the proportion declines at first and then rises wdth total expen- 
diture. This variation is probably explained by the fact that the low-income 
groups are dependent on streetcar or bus transportation, the cost of which 


takes a larger share of their expenses than of those of consomers with 
somewhat higher incomes, while at the other end of the income scale, the 
well-to-do and wealthy generally travel extensively enough by rail, ship, 
and air to cause a larger share of their expenses to go for such purposes as 
compared with the middle-income groups. 

The influence of income differences on the expenditures of whole groups 
of the population has been suggested only briefly. Income variations are of 
course not the only cause of differences in spending patterns; individual 
habits also have a bearing on spending patterns* 


Problems of fhe Consumer 

The consumer "problem'' has been given increasing attention in recent 
years. The present-day consumer is regarded as a person who needs pro- 
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tection and assistance in his buying; laws are directed toward his safety and 
organizations and publications seek to advise him. One aspect of^the eon- 
sumer problem is the wide opportunity for fraud and misrepresentation by 
sellers which modern industrial society offers. There is nothing new about 
buyers being cheated by sellers, for fraud is as old as trade itself. The legal 
maxim caveat emptor—'let the buyer beware'— has long stood among people 
who prided themselves on being sharp traders. But in modern urban society 
the buyer is the object of much solicitude. Furthermore specialization of 
labor and the vast variety of products have led to a condition in which most 
people are not able to judge competently the qualities of much they buy. 

First of all, there is the problem of the consumers lack of knowledge. 
The present-day consumer must perhaps choose two hundred items from 
among many thousand, but his decisions are complicated by the fact that 
the two hundred commodities may appear under the guise of two thousand 
brands. How is the consumer to know which brand is best for his purpose? 
Advertising, which is in a sense also an adviser to the consumer, is not 
usually very helpful in the comparison of commodities. In fact, it is difficult 
to imagine anyone weighing as carefully as knowledge permits the merits of 
each of many brands of a commodity. Most consumers buy from Habit, or 
on the advice of friends, or haphazardly, or at the behest of the loudest 
advertiser. 


To be a competent producer each person is in this day a specialist, even 
if ‘"only” in running a household, but to be an equally competent consumer 
each person would almost have to be a dietitian, a chemist, a metallurgist, 
a mechanical engineer, a physician, and a host of other specialists combined. 
Most of tile buyers of automobiles or house heating systems or radios have 
no more than a superficial knowledge of these products. 


Two aspects of the lack of consumer knowledge must be distinguished. 
One aspect is the consumer's carelessness in making expenditures. Most 
people are careless about some of their expenditures; one pays 10 cents for 
an article when it could be bought a block away for 8 cents; still another 
, overlooks an auto dealer who would have offered him 50 dollars more on 
the old car. But carelessness, which is defined here as inattention to com- 
l^arison of prices, is an individual matter. So long as individuals differ from 
one another, some persons will get more for their money than others do. 
The second aspect of the lack of consumer knowledge is one person's judg- 
ment on another's action as a consumer. One person censures another be- 
cause he tries to cure a physical ailment with a patent medicine which is 
known to the first as worthless. One is annoyed by the other's ignorance. 
I^orance in this seme is univarsaL Since human beings differ in habits. 
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tastes, education, training, and intelligence, there is a great deal of "igiio- 
rance’V or behavior which is disapproved. Thus, the various drives for 
'consumer education” may represent in good measure the imposition of a 
set of values or Judgments by one group on another. 

The second major consumer problem arises from the loose relation 
between price and quality of commodities. The consumer must often make 
a choice between the better quality at a higher price and the poorer quality 
at a lower price. However, price and quality (in an objective sense) are not 
always equated in some products (such as drugs); better quality may sell 
at a lower price. Furthermore, the relation between prices and quality is 
also complicated by the problem of what constitutes quality; the consumer 
may be puzzled as to whether the difiEerence in qualit)* is actually measured 
by the higher price. The de luxe model of an automobile may or may not be 
"worth” its additional cost. 

A third major problem is the consumers reaction to advertising. To what 
extent are individuals’ wants autonomous and to what extent are tliey 
derived from the influences of advertising? Advertising "is used here to 
include not only printed matter, billboards, and radio, but also window and 
counter displays, the design and layout of stores, and the technique of 
selling in all forms. Advertising actually does create many wants, although 
perhaps not so greatly as advertisers claim. 

There are considerable areas where the advertisers encounter much 
resistance. It is probable that no amount of advertising could induce men 
to change the styles of their clothes as often and as drastically as women do. 
No manufacturer succeeded during the 1920 s and 1930’s in widely market- 
ing a veiy small passenger car despite big advertising expenditures. The 
effect of advertising is diflicult to measure, especially when one considers 
that many commodities are bought in large amounts without adverb’sing, 
and that generations ago consumers decided what to buy with few or no 
advertisements to guide them. 

Fourth, tliere is the problem of the consumer’s cultural heritage and 
background. Each human being has his own quirks and foibles, but he is 
largely influenced by the forces of religion, schooling, geographic region, 
social class, occupation, clubs, associations, and societies. Religion ma}' 
dictate to the individual the consumption or the avoidance of certain food- 
stuffs. (Orthodox Judaism prohibits pork, Roman Catholicism prohibits meat^ 
on Friday, many Protestant denominations are opposed to the use of spirits 
’ and tobacco, etc.) Schooling may form tastes in clothing, recreation, and 
in the choice of possessions, such '’aS' books. Geographic factors obviously 
. influence clothing preferances.iAndsqeial class or occupation rnay determine 
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tile whole pattern of consumption, since most persons are impelled some- 
what by the desire to live in accord with a group of like means, or social 
standing. 

These problems of the consumer form a background for the analysis of 
demand. It has often been said that a logical analysis, or theory, of demand 
is not possible because it must be predicated on the behavior of the indi- 
vidual human being who, it is argued, does not act consistently according 
to reason. But the concern here must be not with what the consumer should 
want, but rather with what he does want. An analysis of demand cannot 
assume that consumers behave rationally in all instances; rather, it accepts 
the conclusion that consumers know what they want, for whatever reasons, 
and that they usually try to better their material well-being. 

THE THEORY OF INDIVIDUAL DEMAND 

The theory of individual demand, or, as it is sometimes known, the “theory 
of consumption,” is a formal explanation in the most general terms of the 
forces which determine the demand of an individual. This theory is im- 
portant because the demands of individuals constitute market demand, and 
market demand influences prices, which in turn direct economic activity. 
To understand both how and why prices direct production and consump- 
tion, it is necessary then to explore the demand behavior of individuals. 
Demand analysis is vital, too, in explaming consumer expenditures which 
constitute the bulk of aggregate demand and therefore affect the level of 
national output. The behavior of the individual in demanding goods and 
services, then, influences both the allocation of resources as well as the 
volume of national output. 

The demand of an individual for a commodity is based on three factors: 
(1) wants, or preferences; (2) prices; (3) income. The individuaFs demand 
for goods and services will be shown to depend on his wants or preferences 
(likes and dislikes), on the prices which face him, and on the size of his 
income. 

Wants and Preferences 

Everyone is conscious of his wants and desires, of his likes and dislikes, 
and it is obvious that these in some way direct his purchases of goods. The 
most workable explanation of individual wants in this sense is that a good 
is wanted because it possesses utility. Utility is want-satisfying power. 
In this definition, utility is hot identical with usefulness, because the latter 
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implies the judgment, whether based on moral or scientific or ti'aditional 
causes, of another person or a group on the individual A man may be 
scorned by his friends , because he carries about with him, a gadget which 
never ^ works.” The gadget is said to have no usefulness. But the owner 
treasures it, to him it has want-satisfying power; it therefore possesses utility. 
The vegetarian denies the usefulness of meat, but if an economist were 
himself a vegetarian, he would admit that meat has utility because meat 
satisfies the wants of some people. Thus, any article wanted by anyone for 
any reason possesses utility. 

Next consider the relation between the quantity of a commodity wanted 
by an individual and its utility to him. As an illustration, as.sume that a pair 
of dress shoes has a certain utility to him. If Mr. A had two pairs of shoes— 
identical ones— the utility of both pairs together would be higher than that 
of one pair alone, i.e., he is better off with two pairs because he can, for 
instance, wear one pair while the other is drying after a rain. Further, if 
Mr. A had three identical pairs of dress shoes, die total utility of the three 
is greater than the total utility of two pairs. But if he had four pairs, he 
might not consider himself better off than if he had three. A fourth pair 
might indeed crowd his closet and become a nuisance rather than a benefit. 
The total utility of four pairs would be the same as, possibly even less than, 
the total utility of three pairs. As a person considers increasing the stock of 
a commodity, the total utility of the stock to him will increase with the 
quantity up to a point. But the increase in total utility to Mr. A from two 
to three pairs is not so great as the increase from one to two pairs. The 
addition to total utility resulting from the addition of another unit of the 
commodity to the stock is its marginal utility. In the foregoing illustration, 
the marginal utility of a pair of dress shoes to Mr. A diminishes as the 
number of pairs increases to the point that the marginal utility of the fourth 
pair is zero or negative. He does not want a fourth pair, because with three 
pairs he has all the dress shoes he w^ants, Tlie foregoing illustrates the 
principle of diminishing marginal utility: the utility of a unit of a commodity 
to an individual diminishes uMh increases in the number of units he 
considers. 

The relation between utility and quantity is given graphic illustration in 
Chart 6.^ In part A of this chart the bars represent the total utilities of 
each quantity. As quantity increases, the heights of the bars also increase. 
The heavy line drawn through the' mid-points of the bars can be called the 

^ It must be understood tliat utility- per-se' is not measurable. The vertical scales in 
Chart 6 represent only mow or less, not:'' specific quantities. See also pp. 296-98 for tlie 
scale of preference concept which avoids use utility concepts. 
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curve of increasing total utility. It is to be noticed that the curve rises at a 
diminishing rate: i.e., it becomes flatter. Part B of Chart 6 shows the curve 
of diminishing marginal utility. This curve is drawn through the mid-points 
of bars which show the marginal, i.e., additional utility. It can be seen that 
the bars in part B are taken from those in part A: the shaded areas in part A 
are the increases in total utility as quantity increases, and the same increases 
are shown separately in part B, 

The principle of diminishing marginal utility is general in definition and 
of the widest application. When correctly applied it is valid for all individ- 
uals and all commodities; it is, however, frequently misunderstood and 
misapplied. Correct application of the principle depends on these elements: 

1. The principle must be applied to a particular commodity, not to a 
general class of commodity. In the illustration above, dress shoes were 
used. The classification shoes as such would not serve the purpose of 
this illustration because there are many types of shoes: street, sport, 
golf, dancing, etc. A golf shoe is a different commodity from a dress 
shoe and in careful analysis must be treated separately. 

£. The principle is valid only for an interval of time during which an 
individuahs want for a commodity remains unchanged. 

3. The principle applies not to the ‘last'' in a series of identical com- 
modities, but to ant/ one in the series. The fourth pair of shoes to Mr. A 
had a marginal utility of zero or perhaps a negative utility. But the 
fourth pair is itself blameless. Since the four are all alike, any one of 
the four has the same marginal utility. 

Why does marginal utility diminish as quantity increases? Satiety is 
sometimes given as a reason, but this is not helpful. Still another reason 
states that the responses to a repeated stimulus tend to weaken successively. 
A simpler and sounder explanation of diminishing marginal utility is this: 
successive units of an identical commodity are applied to less and less im- 
portant uses to die individual. A second pair of shoes serves as a reserve 
pair and is thus less important than the first pair. Eggs, for example, can 
serve a variety of culinary ends; the utility of one dozen eggs thus varies 
according to the weekly consumption, because when there are more dozens, 
, the additional eggs are put to less important uses. 

The diminution of marginal utility varies from commodity to commodity 
for any' one person. The curve of diminishing marginal utility (see part B 
of Chart 6) can thus have different rates of decline for different com- 
modities. During a year, to individual may buy many tons of coal, hundreds 
of quarts of miDc, sevdral:#d^ (of a given kind); in some 
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of these commodities the utility of additional units diminishes rapidly, in 
other cas^s less rapidly. Of some articles, like automobiles, one unit is bought 
only once every few years; most people who buy houses buy only one in a 
lifetime. Watches are bought one at a time and usually at very long inter- 
vals, For commodities such as these the principle still applies: the second- 
unit has a very low utility or perhaps none at all. 

So far this analysis has dealt with the desire of an indmdual for one 
commodity at a time. The principle of diminishing marginal utility can also 
be used to describe the relations between wants for several commodities. 
For indeed each individual has a structure of wants. Assume a case in 


which price and income have no influence: e.g., a man embarking upon a 
long hunting trip who is permitted to take with him whate\"er he selects 
from a store of hunters^ and trappers" provisions. The hunter will be guided 



in his selection by (1) the weight of the things he can carry, and (2) the 
utility of the various provisions. He takes one frying pan, although he could 
easily use two when cooking. He takes 20 pounds of flour, Thfe utility of 
the nineteenth and the twentieth pounds of flour exceeds the utility of a 
second frying pan (assuming that it weighs 2 pounds). He takes 3 pounds 
of coffee, the marginal utility of which is greater than tlie utility of a second 
frying pan. If he hesitates as to whether to take 21 pounds of flour and 2 
pounds of coffee, or 20 pounds of flom* and 3 pounds of coffee, then with 
these quantities the marginal utility of flour to him is about equal to the 
marginal utility of coffee. If the total weight of the hunteFs pack is 60 


Chart 6 THE RELATION BETWEEN UTILITY AND QUANTITY 

A. INCREASING TOTAL UTILITY B. DECREASING MARGINAL UTILITY 
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pounds, and if he makes his plans very carefully, the marginal utility of a 
pound of one commodity will be about equal to the utility of a pound of 
any other commodity. Where the units of commodities are the same—in this 
case pounds to be carried— the individual chooses different quantities of the 
commodities he wants and which are available to him in such a manner 
that the marginal utilities of all the commodities are equal 

The principle tliat the individual chooses different quantities of equally 
measured commodities in such a way tliat their marginal utilities are equal, 
has general applicability. The customary method of measuring commodities 
in a market is price. When commodities of equal price are available the 
individual chooses among them in such a way as to equalize the marginal 
utility of each. However, because prices of commodities are not equal it 
will be necessary to explain later how the individual arrives at a composition 
of purchases which maximizes the utility derived from these purchases. 
Before this is explained another approach to the demand of an individual 
for commodities will be examined. 

The Scale of Consumer Preferences 

Up to this point the analysis of individual demand has been built upon 
the idea, or the concept of, utility. An objection often stated against this 
concept is that utility in itself is not directly measurable. If a smoker gets 
more utility from a pack of cigarettes than from a cigar, the question arises: 
how much more? 

One j)ossible answer is to say that a commodity has a utility of a certain 
number of dollars and cents. But there is a fallacy in money measurement 
since money means different things to different people and to the same 
person at different times. The marginal utility of money is itself variable, 
for the utility of one dollar depends on how many dollars a person has. 
Thus money is not an invariable standard. 

Another objection often made to the utility concept is its supposedly 
invalid psychology. It has been argued that the utility concept is tainted 
with association with the outmoded pain-and-pleasure psychology of tlie 
nineteenth century. 

These two objections have been partly responsible for establishing an 
alternate approach based on the scale of preferences concept. Each indi- 
vidual has a scale of preferences for commodities and services. The individual 
says, '1 know what I like.^ His . likings can be extended to a Hst, or scale, 
of commodities and semces—different amounts of each— in the order of 
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their importance to the individual. If one commodity has a higher place on 
the scale than another commodity, it need not be said that it has greater 
‘ utility” but simply that it is preferred. By placing the emphasis in this way, 
the whole problem of the measurability of utility is circuniveiited. 

The preference-scale concept also employs the assumption that all com- 
modities and services are substitutes for all others. The word ''substitute” 
in economics does not connote inferiority. Beef is a substitute for veal which 
is a substitute for lamb which is a substitute for port which is a substitute 
for beef. Thus, in this context substitution is the interchangeability of com- 
modities in the budgets of consumers. Even physically different commodities 
may be considered substitutes for each other. Young married couples may 
hesitate between a new automobile and better housing; if this is so, then 
houses and cars are substitutes. A magazine is a substitute for a movie, a 
new dress for three pairs of new shoes, and so on through the whole gamut 
of commodities and of wants and preferences. 

The concept of a scale of preferences permits the conclusion that m an 
objective economic view there can be no classification of goods into luxuries 
and necessities. Cigarettes may be high on the scales of preferences of some 
persons, yet have no place at all on the scales of preferences of others. Milk 
is both a necessity, i.e., high on the scale to some, and a luxuiy, i.e., low on 
the scale to others. As necessity is B^s luxury and vice versa. By common 
definition luxuries and necessities are usually always invested mth the 
meanings from moralistic or political judgments, but in the preference-scale 
concept these judgments have no part, for this concept simply states that 
goods vary in importance to different individuals. 

An individuars scale of preferences is of course not a static thing. It 
changes as the individual learns of new commodities and of new ways of 
consuming old ones. It changes as frequently as does the totality of the forces 
which determine an individuars wants. A common experience is for the 
preference scale to change as income rises. Of course, a higher income may 
result in consumption according to an unchanged preference scale. Just 
because someone consumes more at a higher level of income does not 
necessarily imply a new scale of preferences; it may signify only that more 
wants can be satisfied. 

These two approaches to the theory of individual demand— tliroiigli 
marginal utility and through the scale of preference— are not antithetical to 
each other. Their important differences are chiefly matters of emphasis. To 
portray the way in which wants are 'transformed Into demand, it is simpler 
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to use tlie marginal-utility concept. But after all, the utilities of diflFerent 
goods to an individual can be interpreted as a matter of a scale of prefer- 
ence; and the hierarchy or scale of preference of an individual rests upon 
his estimate of the varying utilities to him of different goods and services. 


The Role of Prices in Determining Consumption 

Only when expressed in money expenditure do wants or preferences 
influence prices. The expression "effective demand” is sometimes used to 
give emphasis to this notion. Wants exert their force on the stock of available 
goods— those already produced and those planned to be produced. The mere 
physical existence of commodities is not the most important aspect of 
availability; far more important are the prices at which commodities are 
available. 

The different prices of commodities indicate tlie rates at which, taken 
one with another, they are available to the individual. When faced with 
the choice of tw^o goods of equal marginal utility, or concerning which he 
has no special preference, the consumer tends to buy the cheaper. The 
general metlrod in economics is to distinguish clearly and sharply between 
the effects of price-determined and preference-determined influences on 
consumption; purchases during a period show a person's tastes or prefer- 
ences, but his purchases also show the effects of prices. 

The demand of an individual for one commodity is expressed as a demand 
schedule: the amounts of a commoditij that would be purchased at a given 
time at diferent possible prices. An individual demand schedule is drawn 
upon these assumptions: (1) an individuaFs wants are given, (2) liis income 
is given, and (3) the prices of all other commodities are also given. A 
schedule representing the hypothetical demand of an individual for com- 
modity X is shown in Table 24, 


Table 24 DEMAND SCHEDULE OF AN INDIVIDUAL 


Possible prices 
of commodify X 








' m 




$2.00 

1.00 

75 .',. 




Number of un/fs 
which would be purchased 
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The schedule shows that if the individual must pay $2 for a unit of X he 
would buy only one, unit; if the price 'were 75 cents,, he would buy .three 
units, and so on. If the, price actually is 50 cents, he will buy five units; he 
would not buy six units of X, because a sixth unit is worth only 40 cents to 
him. He would not buy only four, because he would then forego the oppor- 
tunity of getting a unit of X for 50 cents when it is worth 50 cents to Miii. 

Chart 7 shows the demand curve of an individual. This is the graphic 
representation of an individuaFs demand schedule for a commodity or 
service. In the chart the horizontal scale shows quantity, while the vertical 
scale measures, in money, the marginal utility of the commodity to the 
individual. Thus, if the price of the commodity is OA the individual buys 
an amount AB, while if the price is OC he would instead buy the amount 
CD, The fact that the demand curve slopes downw^ard from left to right is 
determined by the principle of diminishing marginal utilit)^ The position 
of die curve indicates (1) the intensity of the individuaFs want for the 
commodity at any possible prices, and (2) the amount of his income. 

It is possible to construct a demand schedule for any individual, based 
on eveiy commodity that has utility for him. In some mstances if the price 
of the good is higher than the marginal utility expressed in money, the 
individual will buy none; in other instances, one or more units of a com- 
modity will be bought at die price the consumer must pay. The cofisumer 


Chart 7 THE DEMAND CURVE OF AN INDIVIDUAL 
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seeking to get the most from his money expenditures - tvill so direct them, 
that the marginal utility of each commodity bought hears the saipe propor- 
tion to its price as the marginal utility of each other commodity hears to 
its price. Thus the ratios of marginal utilities are equal to the ratios of prices. 
This principle is significant because it sums up the theory of individual 
demand and because it explains the apportionment of expenditures by an 
individual among different commodities. 

As an illustration of the principle, consider the purchases of a veteran 
returning to civilian life with back pay and allowances amounting to 
$1,000.00. For five of the commodities (of an assumed quality) desired by 
the veteran the demand schedules are shown in Table 25. 

Table 25 DEMAND SCHEDULE OF A VETERAN 

(Possible prices and number of units he would buy at each price) 


Automobiles Suits Shoes Hats Shirts 

$800 1 $80 1 $20 1 $10 1 $10 1 

200 2 50 2 10 2 4 2 6 2 

40 3 . 5 3 5 4 

30 4 4 6 

3 10 


If the prices prevailing are as follows: the automobile $800, a suit $50, 
a pair of shoes $10, a hat $10, and a shirt $3, the veteran will buy one 
automobile, two suits, two pairs of shoes, one hat, and ten shirts. This dis- 
tribution of his expenditures vnll maximize the utility from the money he 
spends on these five commodities. For example, if he bought only one suit 
instead of two, the suit would be worth of an automobile to him, but 
would cost him only much. Therefore, he gains in satisfaction by 

buying two suits. When he does so a suit will be worth % ^ of an automobile 
to him, and will cost him Yiq sls much. If he bought three suits, each \vould 
be worth to him much as an automobile but would cost him 

as much. Obviously, he would not buy a third suit. The same relationships 
hold true for any other pair of commodities. Thus satisfaction of an indi- 
vidual is maximized when the ratios of the prices of the commodities bought 
are equal to the ratios of their marginal utilities. 

2 This is not the same as getting tfie most from his income, for some part of income 
may be saved. He will distribute his income between consumption and saving so as to 
derive an equal marginal utility from each dollar however disposed. 
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The Role of Income in Determining Individual Demand 

The third major determinant of the demand of an individual is income. 
Individual purchasing depends on income as well as upon wants and 
prices. The larger the income of an individual the more of his wants he 
can satisfy. As his money income rises, the marginal utility of inoney—the 
utility of one dollar— diminishes; thus as his income rises the consumers 
demand schedules for se|)arate commodities alter. If the preceding sched- 
ules (Tables 24, 25) applied to a larger individual income, the figures under 
the heading ^'Number of units which would be purchased’" would all in- 
crease, signifying greater purchases by the individual As income rises, 
purchases of different commodities do not necessarily increase correspond- 
ingly. In fact, it is possible that the purchases of some commodities fall 
off as income goes up. The reason is that as an individual expands his pur- 
chases, the importance of the various goods in his preference scale shifts. 
A poor family consumes margarine; but if its income increases somewhat 
it will consume more margarine and finally, perhaps, it will change to 
butter. 

MARKET ^ ^ 

The individual demand schedules for one commodity, when added to- 
gether, form a market dernand schedule for that commodit\^ A market de- 
mand schedule shows the amounts of a given commodity that would be 
bought at different possible prices in a given market area at a particular 
time. 

The market demand schedule is presented in the same way as the in- 
dividual demand schedule. Amounts of commodities which buyers collec- 
tively are willing to purchase are compared at various prices in a given 
time period. A hypothetical market demand (in a small town on some one 
day) for sirloin steak is given in Table 26. 

Table 26 market demand schedule 



Number of units 

prices of commodBy 

. ■■ ■ „ which W 0 yicf... be 'purchased 

$0.80 

500 lbs. 


600 






1,200 
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The prices are possible prices, and they are simultaneously considered. The 
price of 80 cents is not established before the price of 75 cents, ^nd so on; 
on the contrary, each price is considered as being a possible charge at the 
same time. Thus, if the price were 80 cents, then 500 pounds would be 
bought; if, on the other hand, the price were 75 cents, then 600 pounds 
would be bought Demand is not an amount standing by itself but alw^ays 
a series of amounts associated with a series of prices— or, demand is a 
schedule of amounts associated with a schedule of prices. It is almost 
meaningless to say, for example, "There is a demand for 2 million houses,'' 
because the prices of houses are not considered therein. 

The relationship between amount bought and price in a market demand 
schedule is an inverse one, that is, at a lower price a large amount would 
be bought, and at a higher price a small amount would be bought. This 
relationship, which is sometimes referred to as "the law of demand," is 
explained by (1) diminishing marginal utility, (2) differences in scales of 
preference, and (3) differences in individual incomes. In the first place, the 
factor of the diminishing marginal utility of the commodity to the indi- 
vidual plays a role because each buyer in the market will buy more at 
lower prices, or, alternatively, the price must be lower to induce him to 
buy more. This amounts only to saying that a market demand schedule is 
a composite of individual demand schedules, and reflects the principal 
characteristic of the individual demand schedules. A second reason for the 
inverse price-demand relation follows from the differences among indi- 
vidual demand schedules, which in turn arise from differences in scales of 
preference. Some individual demand schedules begin with one unit bought 
at a high price, while in others the first unit is bought only at a lower price. 
Hence, at successively lower prices new demand schedules of individuals 
come in for the first time.. Third, income differences are very important. 
Generally speaking, at high prices the buyers are mainly the well-to-do, 
and since there are comparatively few with high incomes, the amount 
bought at high prices is small. At successively lower prices more is bought, 
because the middle and lower income consumers enter the picture as 
buvers. 


Changes in Markef Demand 

Next, consider the meaning of increases and decreases in demand. 
Changes in demand are changes in the entire schedule. Consider Table 27. 
Here are three hypothetic^ market demand schedules, A, B, and C. Sched- 
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CHANGES IN MARKET DEMAND 


Schedule A 


Schedule B 


Schedule C 


Possible prices Number of 
of commodify units bought 


Possible prices Number of 
of commodity units bough: 


Possible prices Number of 
of commodify units bought 


Demand schedules B and C are different demand schedules for sirloin steak 
in the same small town, but at different times from that in schedule A. In 
schedule B, demand is greater than in A, greater at each of the prices 
listed; it represents an increase in demand. An increase in demand means 
tliat buyers take more at all prices^ and that at any one price the amount 
which would he bought is larger » Schedule C shows a smaller demand than 
A; here there has been a decrease in demand from A to C. A decrease in de- 
mand means that buyers take less at all prices^ and that at any one price 
the amount which would he bought is smaller. 

Chart 8 shows changes in demand. The line DD' represents the de- 
mand for some commodity at one point of time; at the price OF the amount 
PS is bought, and at the price OQ, the amount QV, The line FF' repre- 
sents an increase in demand over that shown by DD'; at prices OF and 
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OQ, larger amounts, namely PT and QW, are bought. Similarly, the line 
EE^ represents a decrease in demand from DD\ It is to be noted that 
while the demand ''curves” in Chart 8 are drawn as straight lines, a de- 
mand curve may be of any shape, depending upon the particular com- 
modity and the particular circumstances involved. A demand curve, how- 
ever, slopes downward from left to right, whatever its shape may be.^ 

The causes of changes in demand are: (1) an increase or decrease in 
the incomes of the buyers; (2) a shift in the preferences of the buyers; and 
(3) an alteration in the price of a related commodity. Thus, a demand 
schedule will increase, as from schedule A to schedule B above, or a de- 
mand curve from DD' to FF' as in Chart 8, if any one or a combination 
of the following happens: the buyers* incomes rise, their wants for the 
commodity become more intense, and the price of a substitute commodity 
rises. Demand decreases when the three factors change in the opposite 
direction. 

In the study of demand schedules it is necessary not to confuse the 
change in the relation between amounts bought at prices within a single 
demand schedule, on the one hand, with the change between schedules on 
the other. In any demand schedule, the amount bought is less at higher 
prices than at lower prices, but this has nothing to do with a decrease in 
demand. If a certain demand decreases, this means that a new schedule 
replaces an old one and, further, that in the new schedule all of the amounts 
for each of the prices are smaller. The demand-schedule concept is highly 
effective in dispelling inaccurate reasoning about demand and price rela- 
tions. 


Elasticity of Demand 

Since commodities and services differ so widely from one another, it is 
to be expected that the relation between price and demand will vary from 
one demand schedule to another. 


Tab/e 28 demand schedules of different elasticities 


Possible prices 
of commodity 

$1.00 

.80 


Schedule A 

Number of 
units bought 

1,000 
1,100 


Schedule B 

Possible prices Number of 
of commodify units bought 


$1.00 1,000 

.80 1,250 

s Except in rare cases which may he ignored here. 


Schedule C ■ 

Possibie prices Number of 
of commodify units bought 


$ 1.00 

.80 


1,000 

2,000 
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Table 28 gives the market demand schedules for three different commodi- 
ties, A, B, and C. In all three cases the amount bought at a lower price 
is larger than at a higher price, but in A the proportionate change in the 
number of units bought due to the change in price is slighter than in B,.- 
and it is greater in G than in B. 

The relation between proportionate change in price and proportionate 
change in the amount bought in a demand schedule is elasticity of demand. 
Elasticity means responsiveness of the quantity bought to a change in 
price. When a change in price of, for example, 20 per cent is accompanied 
by a change in quantity purchased of 10 per cent, the demand is said to 
be inelastic. This is illustrated in schedule A in Table 28: the change In 
price from $1 to 80 cents is a 20 per cent decrease, but the amount bought 
increases only from 1,000 units to 1,100 units, i.e., a rise of 10 per cent. In 
schedule G the opposite condition prevails: a 20 per cent drop in price is 
matched by a 100 per cent gain in the amount bought. When the increase 
in amount bought is larger proportionately than the diminution in price, 
demand is said to be elastic. Schedule B lies in between A and C. When 
price declines it falls to % of its foimer level, while amount bought in- 
creases to 54 of its fonner size. When the change in amount bought is pro- 
portional to change in price, the demand schedule is said to have an elastic- 
ity of unity; there is, in other words, a one-to-one relation between a fall in 
price and a rise in amount bought^ Any one demand schedule may ex- 
hibit varying degrees of elasticity at different prices."' 

Ghart 9 displays three demand curves. In each case, two prices are 
denoted on the graphs, namely OP and OQ. When the price changes from 
OP to OQ, or vice versa, the quantity bought also clianges. In case A, that 
of a commodity with an inelastic demand, the graph shows a slight change 
in quantity, from OA to OA\ In case C, however, the change in quantity 
is relatively a : large one: from OC -to OC'; this . is a ' commodity , with , an 
elastic demand. Case B, of the commodity wffh' unit' elasticity of ■ demand, 
shows a change in quantiW— from OB to OB^ which is proportionate to the 
change in price from OP to OQ. 

It is customary to illustrate elasticity by referring to observed price- 
quantity relationships; these illustrations must be understood to refer only 
to the responsiveness of quantities bought to changes in prices within a 
certain observed range. A favorite -example .of. an.inelastic.. demand is. salt;... 

‘^The xnathematica! expression of elasticity is ^ — where p is price and q is 

q dp 
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the deinands for cigarettes and for gasoline are likewise inelastic. On the 
other hand, the demand for sirloin steak is probably elastic, as is the de- 
mand for automobiles and private airplanes. The demand for pork is 
thought to be of unit elasticity. 

The elasticity of demand for a commodity depends on (1) the kind and 
number of substitutes for it, (2) the number of uses to which it can be put, 
and (3) the relation between its price and the incomes of its buyers. 

Commodifies for which there is a large number of close substitutes have 
a very elastic demand. Commodities which are produced in many brands 
ordinarily illustrate elastic demands. Although manufacturers may seek 
to convince consumers of the special and unique qualities of their own 
brands, each brand of a commodity is a close substitute for the other 
brands. If one producer of a leading brand of cigarettes lowered his 
price below his competitors, his sales would probably increase in larger 
proportion than his cut in price: the demand for the one brand of cigarettes 
is very elastic. In housebuilding materials there is a wide range of substi- 
tutes. Different kinds of lumber can be" substituted for one another for 
many purposes; the same is true of many hardware items. The demand for 
any one of these materials is very elastic, for a slight rise in price for one 
material would divert a large part of the demand to other materials, and 
vice versa. Commodities for which there are no close substitutes are likely 
to have an inelastic demand. Despite a rise in price there is no close sub- 
stitute for the consumer to change to and hence he will buy nearly as 
much as he did at a lower price. A fall in price does not increase the quan- 
tity purchased greatly because buyers are not attracted away from close 
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substitutes. Tobacco has no close substitute and the demand for tobaeco 
is therefore inelastic. There seems to be no close substitute for alcoholic 
liquor , in its various fonns, although reformers have spent much effort to. 
increase the liking for substitute products or “interests.” 

The greater the number of uses to which a commodity can be put the 
more elastic, the demand; the fewer the uses, the more inelastic the demand. 
Wheat is used as animal feed as well as human food; tliiis^ the demand for 
wheat at lower prices is extremely large, because at this price farmers will 
use more of it to feed to their poultry and their animals. If autooiobiles 
were cheap enough, many families would buy a second car. Eggs can be 
put to a wide variety of uses in the kitchen; the demand for them is elastic, 
because the housewife will find various additional uses for eggs as their 
price becomes lower. The "lowest” use of lumber is as fuel, and if the 
prices for lumber fell far enough the amounts bought would increase 
gi*eatly. On the other hand, there is not much one can do with cigarettes 
except to smoke them; they have no subsidiary uses such as feed, fodder, 
and ornamentation; and this is still another reason for theii' inelasticity of 
demand. 

When the price of a commodity is low and when the monthly or annual 
expenditure on the commodity is a small proportion of income, demand 
tends to be inelastic; when there is a high price-income ratio, demand tends 
to be elastic. An American family spends only a few cents a month for salt, 
and the monthly expenditure on salt is a usually negligible fraction of the 
income of even a low-income family. If the price of salt rises, the effect on 
the family budget is scarcely appreciated and hence there is little reason 
to use salt sparingly. Similarly, if the price of salt falls, the purchase of it 
will hardly increase, since almost ail consumers will already be buying as 
much as they want of it (owing to its low price in relation to tlieir incomes). 




Only those who buy large amounts of salt, such as bakeries and restau- 
rants, have any reason to wmtch their salt consumption and expenditures 
closely. On the other hand, the price of an automobile Is a major item in 
the budgets of nearly all buyers so that a change in tlie average price of _ 
new automobiles has an important effect on the number bought. It is 
often said that the demand for luxuries is elastic, yet it has been indicated _ , /v' 
that the concept of luxury has no meaning except for a particular " 

viduaL Actually, "luxuries” are commonly the articles with the high price- , ^ s 
income ratio, such as radios, foreign travel, summer houses, and automo- ^ ^ J. 
biles* Expenditure for a good mtii a high price-income ratio normally 
entails the sacrifice of many other commodities of lower ratio* A rise in ' 
price sharply restricts amount;bou^% because it puts the good, beyond the ; 
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reach of many buyers, since the added sacrifice of other commodities is 
more than they feel they can bear. A fall in price, on the oth^r hand, 
stimulates amount bought more than proportionately, because it permits 
a rearrangement of budgets in which the commodity in question as well 
as other commodities can share. 

A commodity may have" an inelastic demand at one range of prices and 
an elastic demand at another. Consider the demand schedule of Table 29. 

Table 29 DEMAND SCHEDULE OF VARYING ELASTICITY 


Possible prices 

Number of 

of commodify 

units purchase 

$5 

2,000 

4 

2,100 

3 

2,500 

2 

4,000 

1 

9,000 


This demand schedule is inelastic between $5 and $3, but it is elastic be- 
tween $3 and $1. A comparison point by point would show that the degree 
of elasticity and inelasticity differs for each pair of prices in a demand 
schedule. In fact the most precise definition of elasticity is one which de- 
fines it at each price, so that conceivably a demand schedule could have 
as many elasticities as there are prices. In general, a commodity has an 
inelastic demand at very high prices and a less inelastic or an elastic de- 
mand at lower prices. The reason is that at very high prices only those 
with larger incomes are buyers; for them the price-income ratio is low, 
and their demand is thus inelastic. At lower prices buyers with smaller 
incomes enter the schedule and since there are then many more buyers, 
the demand becomes elastic. 

Although it is broadly true that a demand is inelastic at high prices and 
elastic at low prices, there are instances in which demand becomes highly 
inelastic below some low price. Examples would be such commodities as 
shoelaces and aspirin, for which there is a relatively small amount that 
is needed or will be bought, even at lower prices. Advertisers often worry 
about the so-called saturation point in the sale of their wares; in part, the 
saturation point is the point at which the commodity has a great inelas- 
ticity of demand. 
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Income plasticity 

Still another relationship cliai’acterizes demand behavior: income elm- 
ticity. Income elasticity is tJie relationship of proportionate changes in 
quantity bought— at given prices— and proportiomte changes in buyers in- 
comes. It has already been shown that a rise in income does not. cause a 
uniform rise in demand for all commodities by an individual Market de- 
mand schedules react similarly: if buyers’ incomes increase, the demand 
for some commodities increases much more than others. Commodities differ 
in their income elasticities. One reason for a low income elasticity (i.e.^ a 
given increase in income causes a proportionately smaller increase in quan- 
tity bought) is that the price-income ratio is low: consumers have about 
as much of a commodity as they want and will not augment their purchases 
even with expanded incomes. Furthermore, many general classes of com- 
modities can be ranked according to their ^‘grade.” Meat could be divided 
into grades (from the standpoint of the consumer) with tenderloin steak at 
the head of the scale and with plate beef or breast of lamb at the bottom. 
In wartime the problem of civilian meat supply was complicated by the 
heavy demand for the better grades of meat; the increase in the demand 
for these grades was much larger than the increase in incomes, i.e., the 
income elasticity of meat, especially the better grades, is high. In some 
instances, the demand for inferior qualities of a commodity actualty falls 
off when income advances. Although shoes were rationed during the war, 
the government at times permitted the purchase of low-priced shoes with- 
out ration stamps, because the demand for low-priced shoes was not large 
owing to their low income elasticity. 

The importance of the income elasticity of demand is best seen when it 
is related to the periodic expansions and contractions of national Income 
and aggregate ■ demand.® For purposes -of exaiBining ' income elasticity in 
this context, assume that the total consumer income increases by 10 per 
cent. The amounts of ' specific '■commoditi.es ■ bought might change as in 
.Table-,80, 

Since the amounts of A and B increase more than 10 per cent the de- 
mand for them has a high income elasticity. Commodity C has an income 
elasticit)'' of 1, i.e., the ratio of increase in income to increase in amount 
bought is 1 to 1. Commodities D’and E have a low income elasticity, in- 
creasing only 5 and 2 per cent respectively when income rises 10 per cent. 
Consider now the amount of commodity F bought, which shows a deciine 
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Table 30 EFFECT of increased income on purchases 


Commodify 

A 

B 

c 

D 

E 

F 


Percentage increase or 
decrease in purchases 

+ 25 
+ 20 
+ 10 
+ 5 
+ 2 
— 5 


of 5 per cent. Suppose that this represents an inferior grade of a com- 
modity. As incomes increase some of the people who purchased this prod- 
uct before are now able to buy a better quality product, and demand, 
therefore, shifts to perhaps A or B. Commodities A and B are a larger pro- 
portion of national output than before, commodity C remains unchanged, 
and D, E, and F comprise smaller proportions. Relatively more labor and 
capital are of course devoted to the production of A and B than to the 
other commodities. On the other hand, when total income declines the 
demand for these products may be expected to decline unevenly. If the 
reduction in income is 10 per cent, the demand for A and B would fall by 
more than that, D and E by less than 10 per cent. The demand for F, how- 
ever, might increase, because with lower incomes many consumers would 
shift their demand from a higher-priced commodity to F, the low-priced 
substitute. Income elasticities of demand, then, change the composition of 
the national output and the allocation of economic resources in a period 
of expansion or contraction. 


Demand Interrelafions 

It was pointed out previously that a demand schedule for one commod- 
ity is valid for a given set of prices of other commodities. Exceedingly 
complex relations are involved between demand schedules. For purposes 
of simplification it is well to examine only two commodities which are sub- 
stitutes for each other. The demand for one of the goods, A, is dependent 
on the price of the other, B. 

Table 31 shows three possible 'prices of A, and below each price is the 
corresponding demand schedule for commodity B. The process could of 
course be reversed, and the demand for A made to depend upon the price 
of B. The demand for one commodity changes as the price of the other 
changes, assuming that . all dthfeir prices ; (as well as incomes) are constant. 
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Table 31 


DEMAND SCHEDULES OF A COMMODITY IN TERMS 
OF PRICES OF A SUBSTITUTE 


A: $0.40 A: $0.35 A: $0.30 

■Demand for S Demand for B Demon cf for B 


Price 

Am*f in units 

Price 

Am’f in units 

Price 

Am'f in units 

$0.60 

booo 

$0.60 

800 

$ 0.60 

■',600 ; 

.55 

b200 

.55 

bOOO 

.55 

800 ' 

.50 

1,500 

.50 

1,200 

. 50 " 

1 , 000 . 


Since the two commodities are substitutes, they are competitive with one 
another, and the relation of demand is therefore termed suhstitutim.. 

Another type of relation between two demands is termed complementary. 
Two articles are frequently associated in their use, e.g., phonograph 
records and needles, gasoline and oil Such a demand relation may be 
shown hypothetically in Table 32. 


Table 32 demand schedules for a commodity in terms 

OF PRICES OF A COMPLEMENTARY GOOD 

C!$4.00 C:$3.00 

Demand for D Demand for D 

Price Am*f muniis ; Price '' Am't M'isnits, 
$10 600 $10 700 

9 650 . , , , 9 : ' 750 ' ■ : ; 

8 700 8 800 


C: $5.00 
Demand for D 

Price Am'f in units 

$10 500 

9 550 

8 600 


In this case the relation between the price of C and the demand for D 
is opposite to that for A and B in the substitutive relation. In the cample- 
mentaiy relation, the lower the price of the one article, the more of it is 
bought and therefore the greater the demand for the other, because of 
the association of the tw^o in consumption. 

Neither the substitutive nor the complementary relation between the 
prices and the demands of two commodities is a 1 to 1 relation. Where 
the demands for two articles are associated, the proportions may be vari- 
able because of many factors. A tennis racquet and tennis balls have the 
complementary relation, but the racquet lasts longer than the balls and is 
more expensive. Oranges and grapefruit are examples of substitute, . or 
competitive, commodities. . If the price of one rises, the demand for the 
other increases, but not necessarily' iU' the same proportion. Interdepend- 
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ences among demands extend beyond pairs of commodities. Whole groups 
of commodities are competitive with one another, and within such groups 
an internal competitive relation prevails. In a general sense, all commodi- 
ties compete for the buyers’ dollars, all are substitutes for one another, and 
thus all demand schedules are related. The complementary relation serves 
to group commodities into clusters, among which the competitive relation 
prevails. 

Uses of the Demand Concept 

The demand concepts are intensely practical. Businessmen need to know 
the demands for their products in order to estimate their needs for capital 
facilities (especially in new businesses), raw materials or finished commod- 
ity inventories, labor and services, and to gauge their production sched- 
ules and to set prices. To this end, many professional organizations engage 
in what is called market research to advise business firms which do not 
have research units of their own. Market research attempts by means of 
questionnaires, interviews, and other sources of information to determine 
the potential demand for new products and the future changes in demand 
for established products. 

Calculations of the demand, with special emphasis on the elasticity of 
demand, were made for steel and automobiles before World War II. These 
studies were made primarily for the purpose of publicly justifying price 
policies in these industries. Calculations of estimated demand schedules 
are also made by businesses such as airlines, which must justify each new 
route to the government. In farm price policy the demand-schedule con- 
cept is vital. If the Department of Agriculture seeks to raise or to maintain 
the price of a farm product by reducing the amount sold, the questions 
arise, How much will the price rise and how much will the total income 
from the crop rise? Since the determinant is the demand schedule for the 
particular farm product, it follows that action to raise farm prices must be 
predicated on some notion of demand schedules. For agricultural com- 
modities it happens that knowledge of the demand for farm crops is fairly 
extensive, for considerable research has been applied to this subject. An- 
other government agency which is concerned with demand schedules is 
the Treasury, especially in its recommendations to Congress for new taxes. 
Suppose it recommends a rise in the federal tax on gasoline. How much 
more revenue will the rise in the tax bring in? Again, the answer depends 
on the nature of the demand for gasoline. So the Treasury, in planning its 
tax programs, must base them on; estimates of demand schedules. 
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Supply 


Just as demand represents the behavior of the buyer, supply represents 
the behavior of the seller. Before examining supply and demand in their 
mutual determination of price, it is necessary first to analyze the relations 
of price and supply. The focal point of this analysis is the question of why 
commodities are offered for sale at different prices at different times and 
places, i.e., the question of relative scarcity. Wants and scarcities are the 
essence of the economic problem. Just as wants are basic to demand, so 
are scarcities to supply. Scarcity is that condition in which a commodity 
exists in quantities insufficient to satisfy all wants and is caused by par-^ 
ticiilar scarcities of labor, materials, or equipment required to produce con- 
sumer goods. 

THE SUPPLY SCHEDULE 

A supply schedule is a means of analyzing the relations of prices to 
amounts offered for sale. A supply schedule is a list of amounts of a cofn- 
modify which would be offered for sale at various possible prices' during ■ a. ^ 
given tims ^ period. The schedule in Table 33 may be' taken .as .a simplified 
exampk. 

Assume this, supply schedule, to apply to. turkeys. ,It iS' sliowii that at 60 
cents a pound a .famier will be willing to sell his e,ntire flock .of SQ.^tiirkey^^s,'. 
while at 20 cents, he, will not he. willing to sell any. He would sell different 
amounts at „d, iff erent prices, depending upon his expectations of future 
prices which are related in part to seasons of the year (Christmas and 
Thanksgiving, for example), and to other ways in which he can dispose 
of the turkeys (such as personal consumption). (The schedule under dis- 
cussion pertains to a commodity already produced and later will be re- 
ferred to as a ' market-supply'" schedule.) 
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Table 33 a supply schedule 

Number of vntfs which 

Possible prices would be off ered for sale 

$0.60 {per lb.) 50 

.50 45 

.40 30 

.30 10 

.20 0 

Supply, like demand, is always to be considered in relation to one or 
more prices, for the supply of a commodity cannot be measured or, in 
fact, be called existent, unless prices are specified. The farmer whose sup- 
ply schedule is illustrated by Table 33 indisputably has a flock of 50 turkeys 
which can be counted in the field, but the number of turkeys in the farmer's 
field is a physical tally, not a supply in the economic sense. The supply is 
the number the farmer will make mailable to others according to price. 

A supply schedule, furthermore, exists at a specific time, such as one 
day, or some period of time during which no significant change in supply 
influences take place. The supply schedule in Table 33 exists, perhaps on 
November 10, at a time when the farmer is wondering how many turkeys 
to sell in the Thanksgiving market, - A week later or a month later, the 
schedule may change because the farmer's price expectations or his need 
for cashunay have changed. 

It should be noted that the relation between price and amount offered 
for sale in a supply schedule is direct: more would be offered at a high 
price, less at a lower price. This relation generally exists in supply sched- 
ules, although in some instances the relation of price and amount offered 
is inverse. 


I - ' 


Increases and Decreases in Supply 

By use of the concept of the supply schedule, the meaning of increases 
and decreases in supply can be examined. An increase (or decrease) in sup- 
ply means ilmt at all possible prices more {or less) is offered for sale at 
each price. Extending the illustration shown in Table 33, an increase and 
a decrease in supply is shown in Table 34. 

The initial supply, schedule A, is derived from the prices and units 
of Table 33. The increase in supply, (in schedule B) shows more units 
offered for sale at each price j it is; assumed th^t the farmer has changed his 
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Table 34 CHANGES IN SUPPLY 


Schedule A 
initial supply 
Price per ib. Am'f m units 

$0.50 45 

.40 30 

.30 10 


Schedule B 
Increase in supply 
Price per Ib. Am't in units 

$0.50 50 

.40 45 

.30 30 
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Schedule C 
Decrease in supply 

Price per lb. Am'f in units 

$ 0.50 30 . 

.40 . 15 ' 

.30 5 : 



INCREASE AND DECREASE IN SUPPLY 


opinion about future prices and since he now regards them less favorably 
is willing to sell more turkeys at each successive price. The decrease in 
supply (in schedule C) shows fewer units offered for sale at each price per- 
haps because the anticipated demand is high. It is of course essential to 
distinguish the differences between two supply schedules from the relation 
between price and amount offered for sale within a single supply schedule. 

In Chart 10, three supply curves are shovui. Supply curve SS' indicates 
that at price OP, for example, the sellers are willing to sell the amount PB, 
while at price OQ they will sell a smaller amount, namely QE, The curve 
RR^ represents a decrease in supply: the amounts sold at both prices OP 
and OQ are smaller. Similarly the curve TT' represents an increase in sup- 
ply. While the supply curves in Chart 10 are drawn as straight lines, they 
need not be. Supply curves can be of many shapes, depending on the cir- 
cumstances involved. 
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Elasticity of Supply 

Elasticity of supply is the counterpart of elasticity of demand. Elasticity 
of supply represents the relation between change in price and the corre- 
sponding change in the amount which would be offered for sale: Considei 
the hypotlietical examples in Table 35. 


Table 35 

Schedule A 
Very inelastic 

Price Am'f in units 

$0.60 50 

.50 49 


ELASTICfTiES OF SUPPLY 

Schedule B 
Inelastic 

Price Am'f in units 

$ 0.60 50 

.50 45 


Schedule C 
Very elastic 

Price Am'f in units 

$0.60 50 

.50 20 


Schedule D 
Elastic 

Price Am’f in units 

$0.60 50 

.50 40 


Here are four supply schedules of varying elasticities. In both schedules A 
and B the decline in the amount which would be oiBFered for sale at a 
lower price is smaller proportionately than the decrease in price, i.e,, sup- 
ply is inelastic. In schedule C, a decrease in price of 16 per cent is accom- 
panied by a drop in amount oiBFered for sale of 60 per cent while in schedule 
D the* drop in amount oflFered for sale is 20 per cent for the 16 per cent 
decline in price. In schedules C and D the decrease in the amount oflFered 
for sale is larger, relatively, than the decline in price, i.e., supply is elastic. 

Chart n ELASTICITY OF SUPPLY 

A INELASTIC SUPPLY B ELASTIC SUPPLY 
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■ Chart 11 shows .an inelastic and an elastic supply curve. It can be seen, 
that a change in price, as from OP to OQ^ causes a relatively smaller change 
in, quantity in the case of inelastic supply, and a relatively larger change 
in quantity in the case of elastic supply. 

There is, indeed, a condition of ‘perfect inelasticity.^' For example, sup- 
pose the fanner of this hypothetical case has only 50 turkeys and would 
sell all of them at 60 cents a pound. At any price above 60 cents he could 
not. sell more turkeys because he has no mo.re. The schedule at p.rices above 
60 cents is perfectly inelastic because a higher price causes no change in 
the amount offered for sale. 

COSTS OF THE FIRM 

It is necessary in the analysis of supply to examine costs. Costs are a 
basic influence on supply and may indeed best be considered as obstacles 
to the ffow of commodities: the higher the obstacle, the less is the flow. The 
terms cost and costs, however, are used so commonly that they require 
some definition. Costs cannot be limited to out-of-pocket expenses. Thus, 
a building contractor may say (to his intimate friends) that a house he has 
constructed cost him $6,000, meaning that he paid out so much for land, 
materials, and labor. But he may hasten to add that if depreciation on his 
equipment is counted in, plus something for his work in super\dwSion, to- 
gether with a fair profit, the actual cost is $9,000. This is an important point: 
the distinction between costs as out-of-pocket expenses and costs which 
include these expenses j)liis other items. Actually, it is not possible to lay 
down a precise definition of costs which suits all purposes. There are many 
purposes for which costs must be considered, and for each, costs can be 
looked at from a different point of view. What, for example, are the costs 
of traveling by automobile from one city to another? They might be stated 
in these different ways: (1) the money paid out for gasoline and oil; (2) 
the money equivalent of the gasoline and oil computed to be used on the 
trip, because this is conceivably different from (1); (3) either (1) or (2), to 
which is added a figure for depreciation 'on the car, insurance, taxes, and 
auto-club membership for the miles traveled on the trip; (4) the meals and 
other similar expenses incurred on the trip added to (1) or (2) or (3); (5) 
the difference in the price paid for meals, etc., over the sum winch would 
have been expended had the man stayed home could be added to (1) or 
(2) or (3); (6) if the traveler thinks his time is worth something, he could 
add the value of the number of working hours lost on the trip to (5); (7) 
one of the foregoing figures could be compared rwith a figure valid for an 
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alternative means of transportation, say a bus ride, or sharing expenses 
with a friend, to arrive at a net cost for the auto trip. Possible methods of 
defining costs are not exhausted in the foregoing list. The principal pur- 
pose of the present analysis is the examination of costs as they affect supply. 


The Short-Run Costs of a Firm 

Costs of production are the prime influence on the willingness of a busi- 
ness firm to supply its product. Consider first a firm which has plant, equip- 
ment, machinery, and a labor force and "which produces a commodity 
which it offers for sale. Its costs under these conditions are known as its 
“short-run costs,” because a period within tohich the equipment of a firm 
may be taken as fixed in amount is called the short run. The long run is 
a period long enough for a firm to rebuild or expand its plant 

Suppose that the plant of firm A has been designed to produce, on a 
40-hour week basis, 50,000 units per month, at an average cost of $7 per 
unit. This unit cost figure represents (1) the sum of the wages and salaries 
paid, (2) the amounts expended for materials, fuel, energy, professional 
services, etc., (3) depreciation charges, the monthly prorated cost of capital 
facilities used up in production, and (4) a return to the owners equivalent 
to what they could earn in the best alternative use of their capital. Some 
of these costs are independent of the actual volume of production; they 
would exist even if the plant produced nothing at all. Such costs are com- 
monly termed the fixed oi overhead costs of a business, and include the 
salaries of management, interest on borrowed capital, depreciation charges, 
the wages of permanent or skeleton staff employees (such as key foremen, 
janitors), and the costs of materials and services which continue regardless 
of the volume of production (e.g., minimum charge for electricity). The re- 
maining costs constitute variable costs, which vary with the volume of pro- 
duction, and include the wages of the bulk of the employees and the pay- 
ments for materials. These costs are shown for a h 3 pothetical firm in 
Table 36. 

In Table 36 different possible volumes of output for firm A are presented. 
Consider the relations between volume of output and costs: 

1. As output is expanded the total of fixed costs remains constant. Fixed 
costs per unit, however, dimmish as output increases. If output is com- 
paratively small, say at 5,000 units, fixed costs per unit are relatively 
high at $20. But if the rate of production is advanced to 60,000 units 
a month, fixed costs per unit fall to as low as $1.66. 
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Table 36 cost-output data for firm a 


Units 

Fixed 

Total 

Average 
total costs 

Average 
fixed costs 

Average, 
variable costs 

Marginal 

produced 

costs 

costs 

per unit 

per unit 

per unit 

costs, 

5,000 

$ 100,000 

$ 150,000 

$ 30.00 

$ 20.00 

$10.00 

— . 

10,000 

100,000 

170,000 

17.00 

10.00 

7,00 

$ 4.00 

20,000 

100,000 

210,000 

10.50 

5.00 

5.50 

■ 4.00 

30,000 

100,000 

250,000 

8.33 

3.33 

5.00 

4.00 

40,000 

100,000 

310,000 

7.75 

2.50 

5.25 

6.00 

50,000 

100,000 

370,000 

7.40 

2.00 

5.40 

6.00 

60,000 

100,000 

435,000 

7,25 

1.66 

5.59 

6.50 

70,000 

100,000 

560,000 

8.00 

1.43 

6.57 

12 . 50 ' 


2, Total costs increase as output is expanded. This is sliowii in the third 
column of Table 36. But total costs do not, except in rare cases, in- 
crease at the same rate as output. For firm A, average total costs per 
unit diminish up to an output of 60,000 units per montli; but for the 
output of 70,000 units, they become higher. The explanation of this is 
to be sought in the behavior of variable costs as output increases. 

3. Where output is small, average variable costs per unit are compara- 
tively high, because too little labor is employed relative to the capital 
facilities used. Production is not ‘efficient'" ina.smuch as the firm can- 
not take full advantage of the possibility of specialization among its 
employees. When output is expanded, however, average variable costs 
per unit may dimmish. In the example of firm A given in Table 36, 
average variable costs par unit decline at first, then increase as out- 
put becomes larger. This relation between avc^rage variable costs per 
unit and output is probably typical, but does not hold tiue for all 
firms; in some cases these costs may be constant for some range of 
output before finally beginning to rise. For large volumes of output- 
greater than the volume of output for which the plant was designed 
and for which average total costs are at a miiiinium— ax^erage variable 
costs per unit rise xvith output because there is too much labor in 
proportion to plant, because perhaps overtime xvages must be paid, 
because of crowding, increased fatigue, and because of higher rates 
of breakage or spoilage^ 

^ For a fuller discussion of. why ’variable cost per unit changes, it is necessary to con- 
sider fine combination of the factors and. the hw of dimmishiiig returns. A discussion 
of these subjects is given in Chap. 17, and pp. 395-402 may be read at this point if die 
reader wishes to pimsue this naatter further.'. 
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4. Marginal cost is the increase in total cost consequent upon the pro- 
duction of an additional unit. Thus, in the case of firm A, total costs 
rise from $370,000 to $435,000 when output is expanded from 50,000 
to 60,000 units per month. This is an increase in total costs of $65,000 
for an additional 10,000 units; thus the marginal cost is $6.50 per unit. 
Strictly speaking, the marginal cost so computed is an average mar- 
ginal cost. Marginal cost proper is the cost of one more unit. In the 
case of firm A, marginal cost is constant for part of output, and then 
rises as output is increased. Marginal costs need not always exhibit 
the behavior shown in Table 36; although they usually decline to a 
certain point and then rise, the gradations may be small throughout 
the range of output rather than as large as they are in the example. 

5. Average total costs per unit are the full costs of production per unit 
and are the sum of fixed costs per unit and of average variable costs 
per unit. For firm A, average total costs per unit decrease as output 
expands, primarily because of the decline in fixed costs per unit. For 
high levels of output, however, average total costs per unit rise, be- 
cause the increase in average variable costs per unit more than off- 
sets the continuous decline in fixed costs per unit. The rate at which 
average variable costs per unit decline depends on tlie proportion of 
fixed costs to total costs, and upon whether and at what rate average 
variable costs per unit decline. 

The distinctions between the various types of costs and the way in which 
they vary with output for any firm have an important bearing on the 
amounts which a firm will produce at various possible prices in the short 
run. How do firm A’s costs affect the amount of its product which will be 
offered for sale? This question can be answered by examining the relations 
between the firm’s costs and the possible prices it could receive for its 
product. 

Let it be assumed that firm A can sell any amount of its product at any 
price which might prevail. Suppose that a price of $5 per unit were to 
exist At this price firm A would face losses because the price is below 
its average total costs per unit for any range of output. However, if firm A 
did produce 30,000 units per month and sell them at $5 each, its loss would 
be no greater than its total fixed costs; the price of $5 covers the average 
variable cost per unit, which is also $5 for an output of 30,000 units. Thus, 
firm A’s loss would be no gre;ater than if it did not produce at all. There- 
fore, at any price above the lowest average variable cost, tire firm will gain 
more or lose less by producing Than by not producing. Suppose now that 
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the price rises to $6.50. At this price firm A would find it worth while to ■ 
produce 60,000 units, because although it suffers a loss--$45,000 per month— 
the loss is smaller than the $100,000 monthly loss which would exist i£ the 
plant 'were to be shut down altogether. If the price rises to $7.25, firm A 
will be in a position where it no longer has a loss, because $7.25 is its 
' average total cost per unit for an output of 60,000 units. However, before 
the firm will expand output to 70,000 units, the price must be at least $12.50. 

Jhe figures in the last column of Table 36 show marginal costs. For the 
output of 70,000 units a month marginal costs are $12.50; and while firm A 
would make a profit at a price of $10 per unit, it would not pay to expand 
to an output of 70,000 units a month, because the addition to its total rev- 
enue, namely $10 per unit, is less than the unit addition to its costs which 
is $12.50.' : 

To sum up the position of firm A: 

At a price of $5.00 it will produce 30,000 miits 
At a price of $6.50 it will produce 60,000 units 
At a price of $12.50 it wdll produce 70,000 units 

At prices in between those cited in the example, the firm will produce 
amounts determined by comparing additions to cost (marginal cost) with 
additions to revenue (in this case, prices). Amounts which will be produced 
at each possible price are therefore determined by finding what amounts 
have a marginal cost equal to the possible price under consideration. There- 
fore, tlie supply schedule of the individual firm which takes the price to be 
given is the marginal cost schedule above the point of minimum average 
variable cost. (No output would be supplied at prices below iniiiimiiBi 
average variable cost) 

The, costs of firm A and its price-cost relationships have been desGribed.' 

, A ..more, generalized description of price-cost xelatioiiships may now be 
undertaken with, the aid of Chart 12, showing the various unit costs already 
described. This chart is not derived from the cost figures of firm A because 
it show^^s fine gradations in cost and output which w-oold require too much 
space if illustrated in table form; however, it exhibits the general lelatioii- 
'ships already described for. firm' A. ■ ■ '■ 

In the chart, OX measures units of output produced in a given period 
time and OY measures costs per unit of output. Costs are all premised upon 
given factor prices, and factor prices are the same for all levels of output. 
The vertical axis may also measure selling prices and’ for present purposes 
several prices (P, Q, B, S) are shown. The four cost curves shown in Chart 
12 are costs per unit of output and are as follow^s: (1) AFC is the average 
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2 See also footnote 1, p. 319. 
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i fixed cost per unit, (2) AVC is the average variable cost per unit, (3) ATC 

j is average total cost per unit, and (4) MC is marginal cost. 

I As output increases the average fixed cost declines because the total of 

; fixed costs is distributed over, or allocated to, increased units of output. 

; ■ Thus, AFC declines sharply at first and continues to fall as the number of 

units becomes larger. Average variable costs, shown as AVC, decline over 
part of the range of output and then increase, for reasons already given.- 
!' ■ Average total costs per unit— the sum of AFC and AVC— at first decline 

and then rise, as the increase in variable costs per unit offsets the decline 
in average fixed costs per unit. MC, measuring marginal cost, is of utmost 
: importance; it is the addition to total costs arising from the production of 

; an increment of output. It will be noted that MC crosses AVC and ATC at 

their lowest point. This relationship arises because these average costs 
, must increase when marginal cost exceeds the average. Thus at the point 

of intersection of ATC and MC both costs are equal; if beyond this point 
the cost (i.e., the marginal cost) of an increment of supply increases, the 
it average cost of this increment plus the previous amount of output is neces- 

sarily increased. 
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Consider now the relationship between unit costs and market price. 
Below price OF no production would be undertaken, for at lower prices 
.the producer would not cover his variable costs. At price OF and , above 
the commodity would be produced because variable costs at least would 
be covered by the price. Suppose the price is OQ; the firm would, then^ 
produce up to the point at which marginal cost equals pri,ce. The hori- 
zontal line from Q to MC. measures the amount produced. No more thaii: 
this .would be produced for beyond this point the cost of the additional 
output (marginal cost) would exceed the selling price. No less than this 
would be produced either, because at any lower output more could be 
added to revenue than to cost by increasing output. 

Price OR equals the minimum average total cost, and the horizontal line 
drawn from OR measures the amount produced. No more than this would 
be produced at the price OR, again because the cost of producing each 
added unit beyond this point exceeds the selling price. If the price should 
be OS, however, output would be expanded as indicated. This graphic 
illustration tlius makes clear that output will be produced (1) where price 
equals at least the minimum average variable cost, (2) more than this will 
be produced where price is above this point, and (S) at any higher price 
output will be limited to the amount at which marginal cost and price are 
equal:' 

The Planning Cost Schedule of a Firm 

Firm A is a plant with a given amount of facilities, and its unit costs of 
production were based on this ‘‘fixed” amount (and condition) of facilities. 
But costs vary with productive capacity or size. Therefore in planning the 
size of a firm it is necessary to consider the relationship between size and 
average unit cost. If the owners of finn A were to start afresh and consider 
the size plant they should now build, they would endeavor to plan its size 
in order to obtain the lowest average total unit cost. They would be faced 
with alternatives like those shown in Table 37. For varying sizes of plant 
the minimum average total cost per unit ranges from $8.80 to $5.50. A 
planning cost schedule such as this would enable the owners of firm A to 
determine tlie most suitable size.® 

s The consideration of costs as related to size of plant, together with the producer's 
expectations of receipts from tire sale of output, govern the volume of investment. See 
Chap. 5, pp. 109-19, for a discussion of this point as it bears on the level of national 
output and income. 
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Table 37 

COSTS IN RELATION 

TO SIZE OF FIRM 



Size 

Monthly output 


Minimum 

Marginal 


of 

in units for 

Total costs 

average costs 

costs 


firm A 

which designed 

per month 

per unit 

per unit 


1A 

25,000 

$220,000 

$8.80 

— 


2A 

50,000 

385,000 

7.70 

$6.60 


3A 

1 00,000 

550,000 

5.50 

3.30 


4A 

150,000 

990,000 

6.60 

8.80 

In these figures, the lowest average 

total unit costs 

decreases as 

the size 


of the firm increases— but only up to a point, for in 3A minimum unit costs 
are lower than in 4A, the largest size firm. This pattern of decrease to a 
minimum point, followed by an increase, is generally characteristic of single 
enterprises. If costs per unit were the same regardless of the size of the 
enterprise, no minimum— no efficient size— could be determined. On the 
other hand, if costs declined continuously as size expanded, costs would 
equal zero if the size of the firm were increased enough. Likewise, if costs 
increased from the beginning, an infinitesimally small firm would be recog- 
nized as the most efficient. How, then, is the minimum point determined? 
In some enterprises, most branches of agriculture for instance, the minimum 
cost is reached when size is small. In other enterprises, steel production for 
instance, minimum cost is reached when size is comparatively large. There 
is a more or less definite minimum-cost size for each industry, at any point 
of time. When, over a period of time, technology changes, the minimum- 
cost size of a firm may become larger or smaller. The development of the 
assembly-line technique in automobile production, for example, made large 
assembly plants more economical than small ones. However, farm tractors 
developed during the 1930’s enabled the family-sized farm, in many areas, 
to maintain its competitive position against large-scale farming. 

The basic reason for the common pattern of decrease-minimum point- 
increase in unit cost as determined by plant size is the fact that manage- 
ment, or "top-management,’’ is indivisible. As a firm expands in size its 
land, labor, and capital are increased, but management— the entrepreneur— 
cannot be increased. Ultimate authority and responsibility cannot be di- 
vided. In other words, minimum unit cost is achieved by the most effective 
allocation of resources; and past a point, management cannot be allocated 
most effectively. Allocation of resources is, as was previously stated, the 
main determinant of production. If less land, labor, and capital are used 
than the "ideal” amounts, unit costs must be higher; if more are used, costs 
are also higher. There are. great, differences, from industry to industry, in 
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the way in which costs decline to their minimiim point and rise again as 
size is increased. In retailing, for example, there is little difference in costs 
between large and small units. A mail-order house operates at lower costs 
than a small department store, but the cost advantage is apparently not 
very great. On the other hand, in electric power production, the differences 
ill unit cost between large and small plants are very considerable. 

In Table 37, which shows possible sizes of firm A, the costs include a 
minimum profit, which is a "profif" just large enough to induce investment 
in the size plant indicated. Size 2A is the size of plant used in Table 36, 
which showed fixed and variable costs. In Table 36, total costs for 50,000 
units were $370,000; in Table 37, total, costs are given as $385,000, or 
slightly higher. This increase is arbitrarily selected here as a minimum 
profit. It was not included earlier, because ex hypothesi the plant alread}^ 
existed; the minimum profit is the minimum inducement to maintain pro- 
duction over long periods of time. If a plant already exists there is no need 
to consider the inducement to construct it. Minimum profits, however, are 
to be included in costs when it is a question of deciding whether plants are 
to be built, i.e., whether investment is to be undertaken.’^ 

Marginal costs, given in the last column of Table 37, show that while the 
minimum average cost for size 4A is higher than for size 3 A, the marginal 
cost is much higher. This focuses attention on the extra cost per unit for 
size 4A. If the businessman were to plan on increasing the size of the firm 
from 3 A to 4A, he would be foolish to look only to his average costs. Suppose 
that he was getting a price of $3.50 for his product while his plant was of 
size 3 A. If lie expected the price to rise to $7 and therefore increased his 
size to 4A because average costs at 4A would be $6.60, he would actually 
lose money. The reason is that the $7 price wmiild not cover the extra or 
marginal costs .of the exti*a or marginal output of the larger plant. Actually, 
he would have to expect a price of at least $8.80 before he would expand 
his plant from size 3A to size 4A. The exj)ression "marginal cost” is not 
..commonly used in the .business, world,, but - its concept ^ determines business 
decisions nonetheless. The extra .or' additio.nai .cost of .doing something is 
:its' marginal cost. Suppose the price of milk received, by a dairy farmer rises.. 
He knows he can get more milk out of his herd by feeding tlie cows more 
high-protein fodder. Will it pay to get more production now that the price 
of milk is higher? The dairy farmer- can calculate the additional cost of 
additional milk, and compare this with the additional incoiiie it will bring in. 
A calculation of this kind is one in which marginal cost is compared with 
price, even though the farmer knows nothing of the term marginal cost. 

See Chap. 21 for an extended discussion' of profits. 
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THE RELATIONS BETWEEN COSTS AND SUPPLY SCHEDUXES 

Thus far two principal concepts have been developed in the analysis of 
supply: the sup]3ly schedule for a commodity and the supply schedule of 
a firm. Both of these concepts are applicable only under conditions in which 
individual sellers themselves do not determine the prices they receive. The 
supply schedule for a commodity must be related to costs. There are a 
number of complex relations betv^een supply and costs, and it is easiest to 
examine tliese relations by showing how they differ over periods of time. 
To answer the question, ‘"How does the supply— the amount of a good 
offered for sale— depend on cost?” one must consider whether the supply is 
actually now in existence (market period), or whether goods have yet to be 
produced with plant and equipment now available (short run), or whether 
the plant and equipment have first to be produced so that goods can be 
produced (long run). The supply-cost relation will be discussed in terms of 
(1) the immediate market period, (2) the short run, and (3) the long run. 

The Immediate Market Period 

The immediate market period is any single period in which a seller or 
sellers have on hand a stock of goods ready for sale. The period might be 
of a few minutes’ length or a few months’ or longer. The production of goods 
for future sale is not involved in the market period, for it relates only to 
commodities which have been produced in the past. Therefore, it is evident 
that any period in which quantity to be sold is taken as fixed {on hand) is 
by definition a market period. A seller in the market period might be a 
dealer in wheat or cotton, a farmer who has already harvested his crop, a 
manufacturer who has inventory of his manufactured products, a retailer 
with goods on his shelves. 

The price at which the owner of a commodity is willing to sell in a market 
period is not determined by the production costs of that commodity. The 
seller’s supply schedule for the market period is the same as the supply 
schedule shown in Table 83. In some cases costs may influence supply in 
the market period if the seller stands obstinately on the ground that his 
wares cost him so much and that therefore he will not sell for less, i.e., he 
wiU not sell below the amount of his production costs. Such an attitude 
ignores the fact that the costs of anything that exists are past while its price 
is immediate or anticipated. And the prices at which a seller will dispose of 
goods he has logically depend on his estimates of the prices he expects will 
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..exist. Nevertheless, the attitude that prices ‘‘should’’' bear some definite 
relation to costs is very common and deeply rooted. This attitude is a fact, 
illogically conceived or not, and must be taken into account as such. 

The Short Run 

Consider now the relation between costs and supply in the short run. 
'The short run is a period long enough to rnoke the amounts supplied depend 
upon production but short enough to preclude any change in the' size or 
number of plants. The actual length of time in the short run may be as short 
as a few weeks or as long as a few years, depending upon the nature of the 
commodity or service. In general, the short run is lengthier in duration for 
those commodities w^'hose ' production requires a heavy Investment in 
specialized capital equipment than for those products or services whose 
production requires only equipment which can be readily transferred with 
little or no loss to the production of other products. 

The analysis of the costs of a firm can be brought to bear directly on the 
short-run supply schedule of an individual seller. In the fir^t place, the 
prices in his supply schedule are expected, or anticipated prices: some time 
must always elapse between production and sale. The only exception— 
and it is an important one—applies to those products and services wdiose 
production and consumption occur simultaneously, such as electrical energy. 
But even in sendee industries anticipated prices govern the volume of 
production and hence supply.® 

The short-run supply schedule depends upon the marginal costs of the 
firms producing the commodity. It has been shown that at any given price 
die firm will produce an amount for which the addition to total cost 
(marginal cost) is equal to the addition to total revenue (price). The indi- 
vidual firm s supply in the short run becomes perfectly inelastic at a price 
which calls for the entire output of which a firm is physically capable. 
At a very low price, a firm will not produce at all; the supply is zero. For 
supply to become zero, the expected price is below the lowest level of 
average variable costs. Naturally, the owmer of an establishment loses 
money (the amount of his total fixed costs) when he shuts his plant down 
completely, but if the price is so low as not to cover variable costs, he would 
lose not only a sum equal to his fixed costs but, in addition, the difference 
between total variable costs and the total revenue from sales. If price 
were high enough to cover variable costs, but not so high as to cover 

® The importance of short-term price and profit expectations on production and tiie 
level of national output and income- was discussed in Chap. 5. ' ' . 
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total costs, the loss froxn producing at such a price is less than the loss 
from not producing at all. The firms supply schedule, therefore, shows that 
no output would be produced at a price below minimum average variable 
cost, that above this price the firm will produce outputs which equate 
marginal cost and price— the higher the price the larger the output—but 
that prices above some level will not call forth more output because the 
firm cannot produce more. The short-run schedule for an indtistry—a number 
of firms producing a standardized commodity— is derived from the short-run 
supply schedules of the firms. It is the sum of the amounts which each firm 
would produce at each possible price. 

Nevertheless, a firm may be unwilling to supply its product at any price 
less than its total costs, especially if it expects a low price to continue for 
only a short while. The policies of business firrns vary widely and even the 
same firm may have diflFerent policies at diflFerent times. Thus, a firm may 
at one time be very eager to get a large order and may offer to supply the 
goods at a price below its full costs, but at another time it may decline to 
sell anything at below costs. It is fairly common for businesses to add some 
figure like ip per cent to their total costs and consider this the minimum 
price to be accepted. 

The Long Run 

The long run is a period which permits producers in an industry to adjust 
the sizes of their plants and which allows the number of producers in the 
industry to increase or decrease. The long run must be considered more as 
a set of conditions than as a period of chronological time. These conditions 
are similar to those confronting a businessman when he is making plans to 
produce a product which involve decisions as to kinds and amounts of 
capital facilities, type of organization, and size and composition of labor 
force, assuming certain factor prices and a given technology. Under these 
circumstances his decisions will involve only the adjustment of productive 
facilities to possible prices for his product Each possible price is expected 
to prevail indefinitely. The conditions assumed here contrast sharply with 
those described in Chapter 5 (page 116) where the businessman was shown 
as confronting uncertainties over a period of chronological time in which 
factor prices, technology, and product prices are all subject to change. The 
long run, therefore, is an abstraction which sets aside all other influences 
except the relation of prices of the product to the kind and size of productive 
facilities. 

Cost changes found to podur. in practice can be groiix3ed into three types: 
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(1) changes in the prices of the factors of production; (2) changes resulting 
from variation in the proportions in which the factors of production are 
combined; and (3) cost changes due to alterations in technology. The third 
type is particularly important. New machines and devices and new processes 
and methods have lowered costs of many products very sharply. The effects 
on cost of changing technology are often confused with the effect on cost 
of the second type, a different scale of production. In fact, either or both of 
these effects are commonly confused with the effect on costs of increased 
capacity utilization. Decreasing unit costs with increasing production are, 
therefore, caused by three main factors, separately or in combination: 
(1) a more economic proportion of factors of production, as when |>roductioii 
is expanded from 50 per cent of capacity to 80 per cent of capacity; (2) a 
larger scale of operation, as when a bigger plant is built which takes advan- 
tage of economies not possible in a smaller plant; (3) use of improved 
technology over a period of time. The first reason is applicable to the short 
run; the second to the long run; and the third, although of great practical 
importance, is for purposes of simplicity abstracted from the analysis of the 
long run. 

To illustrate, suppose the total unit costs of production of an article are 
$2 when tlie plant producing the article is operated at 50 per cent capacity. 
When the plant is ran at capacity, costs per units are $1.50. This is what 
people mostly have in mind, although incorrectly, when they talk , about 
decreasing costs. But when the item is produced in a larger plant designed 
to take advantage of a given technology and if the plant Is run at capacity, 
costs may drop to $1. This is an example of long-run decreasing costs. If 
research and ingenuity subsequently improve production processes, the cost 
may be brought down to $0.50. In practice, the influences of the long run 
and of changes in technology are intermingled with those of short-run 
variations in output; techniques improve while, larger plants are being built, 
and in any one period, a plant may operate at 70 per cent or' 90 per cent of 
its capacity. 

SUPPLY SCHEDULES FOR GROUPS OF SELLERS . 

The supply schedule of an individual seller has been treated tiius far. For 
some purposes of analysis, it is desirable to group together individuals' 
supply schedules into (immediate) nmrhet supply schedules, A market 
supply schedule is the sum of the amounts which all sellers of a particular 
commodity woidd be willing to off^er at a particular time at various possible 
prices. The commodities offered for sale must be identical; otherwise, a 
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simple error in measurement is committed. Thus, for a commodity such as 
a certain grade of wheat, a market supply schedule for the Chicago market 
on a given day could be established, if the minds of the sellers of wheat 
were fully explored. It is of course usual to talk about the (market) supply 
of wheat even though wheat comes in several grades, as do cotton or beef. 
The supply on the market of the staple agricultural commodities may change 
from hour to hour. The physical amount on hand obviously cannot change 
much from hour to hour, but the market supply schedule— the willingness 
of the sellers— changes drastically. Into the markets for agricultural products 
there pour news and rumors constantly: crop forecasts and reports, foreign 
developments, announcements of new government policies, and other 
information which cause sellers to revise their positions. For perishable 
products, the supply schedules of sellers change as the product approaches 
a decayed condition. For example, in a vegetable and fruit market place, 
supply schedules for perishables increase sharply during Saturday evening 
if tlie sellers have no storage facilities* 

The short-run suppltj schedule for a group of sellers can also best be 
illustrated by reference to an agricultural product. Take some one crop. 
Before the planting season farmers must make a guess at what next year's 
price will be. If they believe it will be high, they will plant a large acreage 
of the crop in question. If they think tlie price will be low, they will 
collectively plant a small acreage and devote other acres to a crop whose 
estimated future price is not relatively so low. Thus the short-run supply 
schedule consists of the estimated future prices with amounts to be planted 
associated with each price. When the short-run supply schedules of many 
different producers are compared, it is to be expected that individual supply 
schedules will differ from each other because of varying costs of each 
producer. In a short-run supply schedule each price shows the total amount 
of the commodity which would be produced at that price. A short-run supply 
is illustrated in Table 38. 

Table 38 short-run supply schedule 

2. Total pfanned 5. Amount planned fo 

production in units he produced in units by firms 

’’A 

50,.000 25,000 15,000 10,000 

35.000 20,000 10,000 5,000 

20.000 15,000 5,000 — 

, 10,000 10,000 


I . Expected 
price 

; $ 1.50 

1 . 25 .. ■ 
1.00 ' 
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Columns 1 and 2 show the supply schedule for all sellers combineds and 
since it is the short-run situation which is illusti'ated here, column 2 is 
headed by '"totaL planned production/' Column 2 is the total of A, B, and €■ 
in column 3, which are the supply schedules of three producing firms 
(although there, may be 300 or 3,000 or more). At $0.75, A is willing to 
supply a small amount; at $1, A is willing to supply more, and B is willing 
to supply a small amount; at $1.25 A is willing to increase production still 
more, B is willing to supply more, and C will now supply a small amount, 
and so on. Hence, as the price becomes higher, additional producers enter 
the market and the amount planned to be produced is successively increased. 

The long-run supply schedule of a cotmnodity shows the amounts tohich 
would be produced when, both the number of producers and the sizes of 
their plants are adjusted so that minimum average costs are equal to each 
possible price. The long-run supply schedule may be conceived in terms of 
the growth of an industry. If an industry expands its output over a very long 
period assuming that the supply of factors and techriology do not cliaiige, 
will its product be available to buyers at a higher, a lower, or the same 
price? It is traditional in economics to classify industries from the standpoint 
of their long-run supply schedules as " increasing-cost/' ‘'decreasing-cost/' 
and 'constant-cost" industiies. As total output is expanded (the sum of the 
output of ail firms), the minimum average total cost rises, remains constant, 
or falls, for industries of increasing-, constant-, or decreasing-cost industries. 
However, much doubt has been cast on the logic and usefulness of this 
traditional classification. It is now generally accepted that all industries are 
inci’easing-cost industries, i.e., a whole industry can expand its output only 
in face of higher unit costs in the long run, assuming, of course, there are 
no technological changes. The reason is that an expanding industry draws 
resources away from other industries and thus must pay higher prices for 
the resources and raise its own costs. In any case, it is the practice in modern 
economics to confine the concept of a supply schedule for an industry largely 
to agricultural commodities, mainly because farm products are standardized 
and therefore the many sellers can be grouped together in the supply 
schedule of an industry. In tlie analysis of farm products there has been little 
or no disagreement that they are produced in increasing-cost "industries " 

Naturally, between industries there are different rates at which costs 
increase In proportion to long-run expansion. For industries where there Is 
relatively little capital equipment, and much labor, such as clothing manu- 
facture, the Increase is slight. Other industries, like lumber i)rodu€tion, 
which depend on scarce resources available to the industry in inelastic 
supply, often show sharp Increases in cost. 
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The concept of increasing-cost industries stands forth clearly only if 
technological change is ignored. If technological progress were to cease, 
then those industries which expanded would do so (assuming full employ- 
ment in the long run) only at the expense of others, and hence their unit 
costs would rise. But technological improvements occur, and although they 
do not ""disprove” long-run increasing costs, they obscure the tendency of 
costs to increase in the long run. Thus, for example, over the period of a 
generation the price at which a given amount of a mineral is supplied may 
decline, because of technological improvements in production; but at the 
end of the generation, the best mines may be worked out and then the 
mineral must be extracted from poor mines. Had there been no technological 
improvements the costs of production of the mineral would have risen. 
These two forces— technological change and long-run increasing costs— are 
always opposed, but thus far in the industrial history of the nineteenth and 
twentieth centuries technology has been the dominant force. Economists a 
century ago believed that increasing costs would prevail over the decline 
in costs resulting from technology: their pessimism gave economics the 
name ""the dismal science ” 

Inferrelafions of Supply 

Supply schedules, like demand schedules, are interrelated. To begin with 
a simple case, consider what is known as ""joint supply.” Joint supply means 
that two commodities are produced together from the same natural or 
technological process: wheat and straw, beef and hides, wool and mutton, 
gas and oil, lumber and sawdust. Thus all saleable by-products are results 
of joint supply. Since the joint production of the two commodities is 
unavoidable, their supplies are inseparably connected. If the market supply 
of beef increases, so must the supply of hides; if the supply schedule for 
beef alters, so must the supply schedule for hides. 

The elasticities of supply for joint products may, however, differ sharply. 
A sawmill, for example, produces and sells lumber and sawdust. Assuming 
for present purposes that all grades and types of lumber may be considered 
as a single commodity, it is obvious that each lot of board feet of lumber 
produced will cause a number of tons of sawdust to be produced. The 
short-run supply schedule for sawdust is then very inelastic, because the 
decision to produce sawdust does not depend on the expected price of 
sawdust but rather on the output of lumber (w^hich depends on anticipated 
prices). Since sawdust is used mainly as a fuel and lumber as a building 
material, the actual and anticipated prices of these two products are not 
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• directly related; consequently, if there is a rise in the expected price of 
lumber more sawdust will result, even if there is no rise in the price of 
sawdust. Ill short, then, the supply of sawdust must be inelastic— a change 
of its price has little effect on the supply— because of its dependeu/ce on the 
output of lumber. Conceivably, technology could make sawdust the more 
valuable product. In this case lumber would be the by-product, and the 
foregoing analysis would be reversed. 

Two commodities may be supplied under the conditions of 'rival supply.'" 
Rival supply means that less of one commodity is produced when ■more of 
another is produced, because the two commodities are rivals for the same 
resources. Aviation gasoline and ordinary motor fuel are found in a rival 
supply condition. If a business corporation has facilities to produce both 
commodities. In the short run, when the production facilities are fixed, the 
supplies of the two commodities depend on their prices. Even when both 
prices are high, if aviation gasoline is higher than motor fuel it will be 
produced primarily, to the subordination of motor fuel even though the 
latters price is high when considered by itself. In a sense, all commodities— 
with the exception of cases of joint supply— are rivals, i.€., each commodity 
uses resources that could be used in producing another. This condition, 
which is obscured in periods of depressed employment, existed during 
World War II, and is actually always present For example, there is a 
limited amount of arable land, and hence all crops and animai products 
compete for available land. 

The proposition that supply depends on actual or prospective prices has 
been developed in its important aspects up to this point. There are, however, 
instances in which it is not true that for each actual or xoossible future price 
a different supply is forthcoming. If an industr)i^'s long-run costs were con- 
stant, the relation between supply and price would be one in which a large 
amount would be forthcoming at the same price as a small amount But 
this is a special case. However, the same relation— different amounts supplied 
at some one price— holds for individual firms in some iiistances. Some 
products sell for many years at the same retail price: magazines, soft drinlcs, 
cosmetics, in fact most branded goods, customarily sell at consistent prices 
from year to year and usually from one city to another. Seilers of such 
commodities have found it advantageous to establish firm prices which they 
may adhere to even through wars and depressions. However, in tliese cases 
the sellers have some control over their, owm prices; the prices are seller- 
determined rather than market-determined prices. The concept of a supply 
schedule does not apply in such cases. 
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Aggregafe and Particular Supply 

The analysis of the supply of a particular commodity has been described 
up to this point; consider now the relation of particular supply to changes 
in national output, income, and employment. 

When national output expands it is not to be expected that each type of 
commodity and service expands in proportion; the output of some industries 
increases relatively more, others relatively less, than total output; still others 
may remain stable, and some may actually decline in the face of a general 
expansion. It has been pointed out that this diversity in rates of change 
may result because as total income rises there are marked differences in the 
income-elasticities of demand. Moreover, each industry is faced with con- 
ditions peculiar to it. Given their existing capital facilities, expansion of 
output of some industries encounters sharply rising costs; in other industries 
costs may change little if at all; in still others, unit costs of production might 
decline as volume increases. Some industries are able to expand their capital 
facilities— and therefore their output— over the course of a few months; 
others require several years. Expansion brings in some industries such 
'"bottlenecks” as skilled-labor shortages and lack of sufiBcient materials, while 
others encounter these difficulties much later. Eventually, as a condition of 
relatively full employment is reached, the supplies of most products become 
highly inelastic, for the economic resources essential to increased production 
are not available. 

Likewise, as national output, income, and employment decline, the effects 
on the production of specific commodities and services are dissimilar. The 
supply of some things, e.g., capital equipment and durable consumer goods, 
falls off sharply; other commodities and services decline only a little, and 
some increase. Night clubs may lose much of their business because tlieir 
fonner patrons are led by reduced incomes to go to the movies, or entertain 
at home. As noted in the preceding chapter, a general decline in consumer 
spending is unevenly distributed; changes in supply are also uneven. 
Moreover, some industries are able to contract supply quickly, while in 
* others supply is relatively inelastic. 

SUMMARY V ' ■■■ 

The supply schedule is an analytical device to represent the relations 
between prices and amounts, which will be sold. In the market period, supply 
r. <, . , . - primarily ’ph pri^; e^ectatiohs.' In the short run, supply depends 
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on the relation, between expected prices and short-riin costs. In the long run, 
supply depends on the relation between expected prices and full costs wliich 
include a minimuin profit, ■ 


CHAPTER 15 

Prices and Markets: I 


In the two preceding chapters demand and supply were examined 
separately; in this chapter demand and supply are viewed together as 
determinants of price. In the preceding amiysis the level of a particular 
price was necessarily taken for granted; and though the effects of prices on 
amounts which would be bought and amounts which would be offered for 
sale were examined, the causes of price changes were not discussed. The 
causes of price differences and price changes form the subfect matter of this 
and the next chapter. 

Prices are determined in markets. A market is any area in which buyers 
and sellers are in touch with one another and therefore in which the forces 
of demand and supply affect prices, A market is not necessarily a physical 
place, like an auction room, or the "‘floor’ of an organized exchange. Some 
markets no special physical location at all; buyers and sellers simply 
telephone one another their offers to buy and sell at stated prices. A market 
may be limited geographically, as in a countr}" store, but it may also be 
international in scope, as in the case of certain securities. Furthermore, 
markets can be analyzed from different points of view. For example, ‘The 
retail market’’ in different levels of analysis may refer to (1) the total market 
for consumer goods in the nation, (2) the national sales potentialities for a 
single commodity, or (3) the retail stores in a city which may be treated as 
one unit, or divided into commodity groups, areas, types of stores, incomes 
of the buyers, or in other ways. 

In eveiy market tliere is competition among the buyers, or among the 
sellers, or both, excepting only such instances as when there is only one* 
buyer and only one seller of a commodity. The next thing to probe into, 
then, is competition. "Competition” is another word, in common usage whose 
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meaning is usually taken to be self-evident. However, consider these ex- 
pressions: unfair competition, free competition, cut-throat competition, 
wasteful competition. The modifiers in this list (which could easily be 
expanded) suggest, at the very least, that competition is a many-sided insti- 
tution. It is well, therefore, to be explicit in distinguishing what form or 
aspect of competition is being refeiTed to in a particular economic analysis. 

Competition^is varied in form: it may take the form of price competition 
or of quality competition. Competition may exist among a few sellers or 
buyers, or among hundreds of thousands. In a general context, competition 
is rivalry in buying and selling goods and services in which the actions of 
each buyer or seller are affected by the actions of rival buyers or sellers.^ 
Competition in this sense is a vital part of a price economy. Together with 
the institutions of private property, representative government, and freedom 
of enterprise, competition determines the entire character of economic 
activity in such economies as those of Canada and the United States. 
Competition is literally the organizing principle of the economy. In this 
sense, "competition’' and "the market” are interchangeable with "price 
system” as a definition of the economy. 

Competition is a complicated institution because it exists in a great many 
different forms. Suppose a businessman wants to get ahead of his com- 
petitors, to attract more customers to himself. He can do it in many ways: 
lower his price, spend more on advertising, improve the quality of Iiis 
product, give better service or quicker delivery or easier credit terms, and 
so on, ad infinitum. There are many ways to compete. But the businessman 
who seeks to best his rivals must always know exactly who his competitors 
are. A different kind of example is the competitive position of a f aimer who 
grows a staple crop such as wheat, corn, or cotton. The farmer will not seek 
to improve his position by lowering his price, because he does not set the 
price himself and because he can sell all he wants to sell at the prevailing 
price; nor will he spend more on advertising because neither he nor any 
other farmer has any advertising expenses at all; nor will he engage in most 
of the other competitive practices of retailers or manufacturers. The farmer 
is engaged in competition but his means and methods are radically apart 
from the businessman's. 

It was said that the actions of buyer or seller are limited by his competi- 
tors, i.e., other buyers or sellers. Thus one aspect of competition is the 
number of rivals for any buyer or seller. It is of great concern to a seller 
'whether he has six competitors, or sixty, or six hundred thousand. If the 

^ Gf. J. M, Clark, "Toward a Concept of Workable Competition/' American Economic 
, Beview, Vol. xxx, No. 2, Pt. I, June, -1940, p. 24S. 
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seller has six competitors, he watches all six closely, knows the traits of each 
one fairly,, well; if he has sixty, he will probably closely observe only a few 
of them, although for some purposes he will have to take into account the 
general tendencies of "*the industry”; when he has six hundred thousand, he 
■does .not even thmk of them as "‘competito.rs,” but as ‘"the market,” a great 
mass in which individuals" identities are indistinguishable* If one coiiipetitor 
is limited in his actions' by what his rivals, do or might do,,, it is necessary 
also, to take into account the substitutability of one competitor, for another. 
If a manufacturer has six or sixty competitors, does he face the same degree 
of. rivalry from each one, or are some of them close competitors and others 
less close? Actually, competition is usually not uniforiii among all com- 
petitors; it is typical for' instance that competitors in the sam.,e general field 
tend to. align themselveS' in small groups. A city may have six department 
stores; one caters to the "carriage trade,” selling high-priced articles only; 
two sell inexpensive grades of merchandise only; and the three remaining 
stores cany?* some high-priced, and some ■ low-priced, but mostly middle- 
priced articles. All six of these department stores are in the same business, 
all compete with one another, since some shoppers may go from one to 
anotiier to search for goods; yet, the two , stores selling cheaper goods are 
direct and close rivals, as are the tliree appealing to customers wanting 
medium-priced goods, and one tries to maintain a dignified aloofness. 

The substitutability of one competitor for another is also a matter of the 
relative capacities of coinpetitive businesses. In many branches of manu- 
facturing the corporations composing an industry are of quite unequal size; 
a big corporation competing in the same field as a small one has many 
competitive advantages over its smaller rivals. Because of the size factor, 
among others, direct rix’^alry between two business firms' does not imply 
matched strength or power between them. 

MARKET SITUATIONS 

In order to clarify the analysis of the many types of market situations, it is 
convenient to classify them as foUows: 

L Pure competition. This is’ the term to apply to tliose coinpetitive 
markets characterized by a large number of sellers or buyers/ A large 
number of sellers is a number of such magnitude that no one seller has 

; -The term perfect competition, is sometime used m the same sense as pure competi- 
tion. In this hook ' the word **perfeet” i$ not employed because it is reserved for diose 
, cases in which there is perfect knowledge of the market and. perfect mohilily of tlie 
factors of production^- V ■'/' 
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any appreciable influence on price. Under conditions of pure com- 
petition the sellers supply a standardized commodity, so that buyers 
do not tend to single out individual suppliers. A milling company 
buying wheat does not care whether it was grown on Smith's farm or 
Browns farm, for the products of both farrps are equally acceptable 
and are therefore perfect substitutes for each other. 

2. Monopoly. When there is only one seller of a product in a market, 
monopoly exists. Since there is only one, he cannot be substituted for 
any other seller of the same product. 

3. Monopolistic competition. Where there are several sellers producing 
articles which are close substitutes for one another, monopolistic 
competition exists. Monopolistic competition prevails over wide sectors 
of the economy; it is, in fact, the only form of competition in retailing, 
and predominates in the service industries. By definition it signifies 
an admixture of elements of both monopoly and of competition in the 
sale of commodities and services. For example, a corner drugstore is 
die only drugstore on the particular corner— it has a monopoly; yet 
on the next corner there is a second drugstore; the two stores are in 
competition. 

4. Oligopoly. The word 'oligopoly" itself means "few sellers." Some 
commodities, such as automobiles and typewriters, are manufactured 
by only a few corporations, and their competition is characterized by 
the fact that the actions of each competitor directly and immediately 
affect the other competitors. 

PRICES UNDER CONDITIONS OF PURE COMPETITION 

Pure competition exists, then, wherever there is a large number of buyers 
and sellers of a homogeneous commodity. Pure competition is found in most 
markets for farm products. For each agricultural commodity there are many 
thousands of producers, often hundreds of thousands or sometimes even 
millions. "In 1934 tobacco was grown on 422,000 farms, wheat on 1,364,000, 
cotton on 1,920,000, and corn on 4,850,000. In 1935 sheep and lambs were 
raised on 635,000 farms, hogs on 3,971,000, cattle on 5,481,000, and chickens 
on 5,833,000." ^ No single wheat farmer or cotton grower raises more than 
an infinitesimally small part of the total wheat or cotton crop. Thus, if a 
farmer decides to withhold his crop from the market the effect on price 
would be so small as to be inappreciable; similarly, if a farmer decides to 

® Clair Wilcox, Comp^iHm jurtd^^^^ American Indnstry^ Temporary National 

Ecojiomic Committee, Moaograph-Ho’.!21,.p. 20. ^ 
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place his entire crop on the market at one time, lie is confident that his 
action will not cause a fall in price. 

Under conditions of pure competition the individual seller can sell any 
amount which he has on hand or can produce without affecting the price: 
the demand for the product— as it appears to the individual seller— is 
perfectly elastic. An important consequence of this principle is that there 
is .never any advertising by individual sellers under .conditions of pure 
competition.. ' Advertising is always done to increase sales. If the individual 
can sell all he wants to, advertising has no, value for him. At. any market 
price, the farm.er can sell his entire ' output; at a lower price he can sell no 
more than his entire output; at price above the market he can sell none 
at all. 

The process of price formation under conditions of pure competition is 
best understood in terms of the market, short run, and long run, the same 
time periods used in the analysis of supply. The questions to be answered 
are these: What determines day-to-day prices? What deteroiiiies . prices 
when the producers can vary production in the short run in accordance 
with their expectations of prices? What are the factors influencing the 
general level of the price in the long run? 

Market Price Under Pure Compefifion 

The principal arialytical tools for determining market price under con- 
ditions of pure competition are the market demand schedule and the market 
supply schedule. The market demand schedule show^s the willingness to 
buy of the buyers in a market, and the market, supply schedule show^s the 
willingness to sell of the sellers; both schedules show different amounts at 
diffe.rent poss.ible prices, ' and both are valid for some o.iie .point of time. 

Suppose that at 10 a.m, on a particular day on the Chicago wheat market 
■the demand and supply schedules for a certain ■ grade of ' wheat are .tliose,, 
.sh.own''iii Table '3'9. 

Table 39 demand and supply; market price 

■' .2. AOTou-jr*li0Jb'U.''.wfclcfi..^3, .A:m.ounfJ’0'..■fou..■w'■lt.fcfe■^■^."- 
l , Possible prices per hv. wouldl be bought ■ would be sold 

$1.51 9,500,000 10,500,000 

T.47 11,000,000 9,500,000 
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Columns 1 and 2 in Table 39 are a demand schedule; columns 1 and 3 
are a supply schedule. Under the cii-cumstances as posited here, « the price 
established will be $1.49. Could it be higher, perhaps $1.51? No, because 
at $1,51 the amount the sellers want to sell is larger than the amount the 
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to this point the terms and mpply have been defined in tl.ie schedule 

sense. Frequently In’ €eoBopibs-the''term'di0wian4 supply is used to denote a pafticular 
amount at a partimhr at, $1.49 fihe demand for vheat is 10,000,000 bushels. 

The context shoidd ln\iys:'|s^agira;ph,'whie^ meaning 'is intended. 


buyers want to buy— the supply at $1.51 exceeds the demand at $1.51.^ An 
excess of supply over demand is also found at the price of $1.50. Suppose 
momentarily that a price of either $1.50 or $1.51 per bushel were established. 
Then, some of the sellers would be unable to sell all they wanted to sell 
and thus would offer slightly lower prices, perhaps $1.49%* Their action 
would then force down the price to $1.49 per bushel. At the price of $1.49, 
supply equals demand, i.e., the amount which the sellers are willing to sell 
is equal to tlie amount the buyers are willing to purchase. Similarly, the 
price would not be lower than $1.49 per bushel, because if it were demand 
would exceed supply and competition among the buyers would force the 
price up. 

The price which equates demand and supply is termed the equilibrium 
price, because once established it has no tendency to change so long as the 
demand and supply schedules themselves remain unaltered. The amount 
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sold at tlie equilibrium price is the equilibrium amotmf— lOjOOOjOOO bushels 
in this ex|imple. 

The determination of market price under pure competition is illustrated 
diagrammatically In Chart 13, Demand is shown by the line DD^y and 
supply by SS^ The shapes of the demand and supply curves and then* 
position with respect to one another will vary with the circumstances and 
expectations of the buyers and sellers. The equilibrium price in Chart 13 
is OP; the amount PA is the amount bought and the amount sold. At a 
higher price, such as OQy the amount which the sellers want to sell is QC, 

■ which is larger than the amount— QB— which the buyers want to buy. At a 
lower price, such as ORy the amount which would be bought is BF, which 
is greater than the amount which would be sold— RE. 

Market pricey theny is the price which equates market demand and 
market supply. Now since both market demand and market supply are 
subject to continual change, it follows that market prices continually change. 
How are tlie two kinds of changes related? Suppose that demand increases, 
while supply does not. An increase in demand, it will be remembered, 
means an increase in the entire schedule* As a simple illustration, assume 
the figures in column 2 of Table 39 are each increased by 400,000 bushels. 
Then the market price would rise to $1,50 per bushel, because at this price 
both demand and supply are equal at 10,200,000 bushels. In the same 
manner, the effect of an increase in supply can be shown to lower market 
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price. Simple arithmetical examples can be usedj in fact, to prove the 
following propositions: 

1. A decrease in demand, if supply is constant, lowers market price. 

2. A decrease in supply, if demand is constant, raises market price. 

3. If demand and supply both increase, market price will rise or fall, 
depending on whether the increase in demand is greater or less than 
the increase in supply. 

4. If demand and supply both decrease, market price will rise or fall, 
depending on whether the decrease in demand is less or greater than 
the decrease in su^Dply. 

5. If demand and supply move in opposite directions, market price will 
rise or fall, depending on the direction of movement of either demand 
or supply. 

Chart 14 shows the eflFect on price of changes in demand and supply. 
In part A of Chart 14 an increase in demand is illustrated; demand increases 
from DiD\ to DoD'o and the equilibrium price rises from OP to OQ, the 
amount bought and sold changing from PA to PB. Or, demand can be 
imagined as falling from DoD'2 to DiD\, causing a fall in price. Part B of 
Chart 14 shows either a decrease in supply from SiS'i to S 2 S' 2 , or an increase 
from S2S'2 to SiS\. 

Shorf'Run Prices Under Pure Compefifion 

The short-run price in pure competition is not an actual or market price; 
instead, it is a norm toward which the market price (just described) would 
tend to move in the absence of other disturbing influences. Short-run price 
equates short-run supply and short-run demand. It will be remembered that 
short-run supply is based upon cost schedules under conditions of fixed 
productive capacity. Short-run demand is a schedule of amounts which 
would be bought at possible prices upon the assumption that buyers’ 
expectations are definite and unchanging with respect to their incomes, 
their tastes, and the prices of all commodities other than the one under 
consideration, 

A hypothetical example of price formation in the short run under pure 
competition is shown in Table 40 which gives the demand and supply for 
commodity Y. 

Under these circumstances the normal price of Y will be 45 cents per unit. 
Production and demand are balanced, or equal, at the price of 45 cents and 
.7,000,000 units. Production is ■ 'at This volume because the producers of Y 
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Table 40 demand and supply: short run 


Possible prices 

Amounts which 

Amounts which 

per unit of Y 

would be bought 

would be produced 

$0.50 

6,000,000 

8,000,000 

.45 

7,000,000 

7,000,000 

.40 

8,000,000 

6,000,000 

.35 

10,000,000 

4,000,000 

.30 

12,000,000 

3,000,000 


have adjusted tlieii’ operations to an expected price of 45 cents per unit. 
If they had expected a price of 50 cents, they would have produced 8,000,000 
units, an amount which, however, could not be sold at 50 cents. This amount, 
it is seen, can be sold only at 40 cents. In other words, if the producers had 
guessed wrong, their mistake would be corrected by the market. On the 
other hand, suppose that the price of Y had been underestimated at 40 cents. 
With this price in prospect only 6,000,000 units would be produced, but 
this amount would sell for 50 cents. Hence the market corrects this mistake 
also, the higher price allocating the amount available. 

The short-run price, which equilibrates short-run demand and supply 
from fixed productive capacity, is the only price, of all possible prices, 
which does not tend to rise or fall so long as the demand and supply 
schedules remain constant. A price higher than the short-run price will be 
lowered, because there exists an excess of the amount produced over the 
demand at the same price; and the excess production can be sold only at 
a lower price. A price lower than the normal price brings forth a supply 
smaller than the demand, and it will necessarily he raised. 

The short-run price may result in an equilibrium of demiand and supp)Iy 
which entails a ^'olllnle of production representing the maxijnum of Mhich 
the industry in question is capable. This will be true in those cases where 
the demand for the product is very large. Or on the other hand, tiie 
equilibrium amount could be a volume of production only one quarter of 
that possible in the short run. Likewise, tlie short-run price may be, depend- 
ing upon the demand schedule, relatively high or low. If it is high enough, 
the short-run price exceeds the full costs of almost all producers and results 
in their making large profits. If the price is low it may be below full costs 
(but above their average variable costs) of all producers and all o£ them 
may suffer losses. In other words, the short-run price may or may not cover 
full costs, and It may cause a large or a small vokime of production in 
relation to the capacity of the industry. , 
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The usefulness of the short-nin price analysis may be illustrated by 
C0Bti*asting price movements when (1) changes occur in demand and (2) 
elasticities of supply of different products vary greatly. The supply of 
copper, for example, is highly inelastic because, beyond a certain output, 
low-productivity mines must be counted on for additional production. When 
demand increases, as it did in 1946, prices rise sharply; production increases 
also but proportionately much less than price. The low-productivity mines 
earn their owners only modest returns, but tlie high price yields the owners 
of the high-grade mines substantial profits. To take a different example, 
the cotton textile industry during the 1920 s and 1930’s had considerable 
excess productive capacity. Output could be quickly expanded by large 
amounts with little change in marginal costs. As demand increased only 
small price increases were required to induce a large expansion of output. 

The ^'Cobweb Theorem'^ 

Although it is generally true that a market price above or below the 
short-run price is forced by competition back to this norm, there is an 
important group of eases in which this process does not operate or does so 
only after a succession of adjustments. These are commonly called cobweb 
theorem cases (because the diagrams used to illustrate them have the 
appearance of cobwebs). 

The prices of many farm products show definite changes from year to 
year, or from one- or three-year periods to die next. Sometimes these prices 
seem to rise and fall rhythmically in cycles— one-year cycles for annual crops, 
thx*ee-year cycles for milk cows. Although such cycles are not rigid and 
unvarying but are irregular, they may be determined with some accuracy 
and have indeed been studied for many years. As an example, suppose that 
growers of a crop based their plantings each year on the price they received 
in the market in the year before. If the price in Year One was high. 
Year Twos crop will be a large one. But since a large crops sells at a low 
price. Year Two^s price will be lower than Year One s. Planting for Year 
Three will therefore be small; and because a small crop sells at a high price, 
Year Thread's price will be higher than Y'ear Twos, and the planting will 
again be large for Year Four. 

In other words, the price in the cobweb theorem fluctuates widely from 
year to year. It does not return to an equilibrium of demand and supply. 
V*' However, this state of ’-affairs 'results only if two things hold true, namely, 
: that production is discontinuous and that producers always base their pro- 
dpction decisions; solely^od'l^tseaioh^:-^ first condition is inherent 
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ill the production of most fami products because the seasons make it dis- 
continuous. Once crops are planted, trees set out, herds of young animals 
started, the pattern of marketable output is set Crops, of course, can be 
cultivated or neglected but the amount planted Is the deterniining factor* 
The second' condition of the cobweb theorem is not likely to hold true, 
rigidly. Farmers may base this years crop on' last year's price, but they may 
not fully believe that last year's xirice will hold this year and may use .it only 
as; a rough guide. A third, consideration affecting both of these condit-ions is 
that the output of farm products is subject to .the vagaries of thc^ weather, 
labor supply,, etc.: farmers' production plans and farm production' may. be. 
■ two quite different things. 


Prices in fhe Long Run Under Pure Compefifion 


The long-run price of a com.modity is a norm toward, which the market 
price would tend to move in the absence of other disturbing influences* 
As in the case of the short run., factor supplies, tastes, iiiCQm.es, and tech* 
nology are assumed to be constant, but unlike tlie short run the period is 
sufficiently long for productwe capaeitij and demand to adjust completely 
to each possible price. It is an analysis useful for determining the under- 
lying forces at work upon prices at any particular time, and for ascertaining 
what ultimate effect these forces would have upon prices if they remained 
indefinitely in operation without interruption or disturbance. 

What is the significance of a price which equates demand and supply in 
the long run? This question has long been considered important by 
economists. In the latter part of the eighteenth and the early part of the 


nineteenth centuries, economic writers devoted much of their analytical 
powers to the problem of the determinants of the "’natural value'' of a 
commodity. Leaving aside the vicissitudes of market fluctuations and other 
temporary influences, they sought to determine basic economic forces which 
persist over long periods of time. They were concerned with such real 
questions as the wages of labor in relation to population, the prices of food- 
stuffs in relation to the amount of arable land, and the retuni on capital in 
relation to both these factors. In modem economics, on the other hand, 
attention has tended to concentrate on the national income and Its develop- 
ment as a determinant of the economic position of a nation. Thus modern 
economics is less concerned with the “natural values'' or Tong-run normal , 
prices*' of commodities, and is more concerned with the size and composition 
of the national income. Although the composition of the national income is 
determined by prices,. an4 .although, It could be said tliat_tho compositloB 
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of the national income is affected by adjustments toward long-run prices, 
attention to long-run normal prices means that fluctuations Iq national 
output as well as the effects of technological changes have to be overlooked. 

The long run, it will be remembered, is a period in which entrepreneurs 
can adjust the size of their plants to prices which they expect will prevail 
for periods long enough to permit such adjustments. It is a period also 
which is long enough for the number of firms in an industry to grow. 
Imagine that the demand for a product increases steadily over a period of 
several years, persisting even through depressions (as did, for example, the 
demand for mechanical refrigerators in the 1930’s), and that die industry 
producing the product expects a continuing demand. Under these conditions 
the industry will expand because of the higher profits expected from the 
rising demand. The industry’s long-run supply schedule is shaped by the 
increase in the number and size of firms and the effect of its expansion on 
the prices of die factors it uses. Assuming that the technology of an industry 
remains constant, the schedule for almost any industry will show rising 
supply prices as the industry grows.® (The supply prices are the full costs 
of production including minimum profits.) Thus, as demand grows, the 
firms in the industry will be able to produce larger amounts only at rising 
costs; the long-run normal price, then, will rise as the demand for the 
commodity expands. This long-run tendency is obscured by changes in 
technology which lower cost at all levels of output. 

PRICES UNDER CONDITIONS OF MONOPOLY 

Turn now to the question of how a monopolist determines the price he 
charges. A monopolist is the sole seller of a commodity or service. (To avoid 
confusion of terms, note that the word "monopoly” is often loosely employed 
to designate one business firm’s power or dominance even when there are 
several sellers of a product.) The essence of monopoly is control over prices 
by the seller. By controlling or setting the price himself, the monopolist 
determines the volume of his sales and tlius also the volume of his own 
production. 

What are examples of monopoly? Before World War II aluminum was 
manufactured by only one corporation. Electrical energy, telephone service, 
and gas are almost always, sold by only one company in a single territory. 
Tlie owner of a patent or a copyright possesses a monopoly. Local mo- 
nopolies are very common. In a small town there may be only one bank, 
one movie theater, one dentist, one lumber yard, etc,, each of which is a 

Seep. SSL ' ■ 


PRICES AND MARKETS 


347, 


monopoly. In an isolated farming area a single general store would have a 
monopoly of retailing. 

Although a monopolist is the sole seller of a commodity, the commodity 
always has substitutes; therefore, a monopolist always faces competition 
from the sellers of products which are substitutes for his. Oil is a substitute 
for electric power, steel and copper for aluminum, air mail for the tele- 
phone, the mail-order house for the general store. The substitute may not 
be very close, and the substitute commodity may not be capable of replacing 
its rival in all uses, but nevertheless its existence exerts a powerful influence 
in limiting the power of a monopolist. 

The existence of substitutes must be kept clearly in mind when examining 
the problem of monopoly. Candles and kerosene lamps are probably the 
only important substitutes for electric light in most households. Yet, to the 
minds of most consumers, they are such poor and unsatisfactory substitutes 
that the monopoly position of an electric power company is almost un- 
challenged. On the other hand, the monopoly position of a country general 
store is not a powerful one. Consequently it is necessary to distinguish 
shaiply between monopoly as such— one seller— and monopoly power— the 
power to determine prices. The profits of monopoiy power depend on 
demand-cost relations, but they also depend on the power to prevent 
potential competition. 


Monopoly Price 

It is well to begin with the pure theory of monopoly price. First of all, 
for the monopolist as well as for a group of competing sellers, demand is 
represented by a demand schedule. Suppose that inineral water of Gertain 
curative powers is sold by only one firm and that the demand schedule for 
the product is that shown in Table 41. 

41 ; DEMAND FOR A PRODUCT OF A MONOPOLIST 


7 . Price 

2. Amounfs which 
would be bought 

3. Tof a! revenue 


1 0,000 gallons 

$ 10,000 

.90 

15,000 

13,500 

.80 

20,000 

16,000 

.70 

25,000 

17,500 

.60 

30,000 

18,000 


35,000 



40,000 
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Columns 1 and 2 are recognizable as an ordinary demand scliedule— here 
an elastic one. Column 3 shows total revenue: the total dollar sales at each 
price ^ and is obtained by multiplying the figures in columns 1 and 2. It is 
customary to speak of the "sales schedule’" of the monopolist, which is 
actually the same thing as the demand schedule for his product, although 
the change in nomenclature shifts the emphasis slightly. The emphasis is 
on sales possibilities oi the monopoly, i.e., on the demand schedule which, 
in a way, he can manipulate. 

At what price will the monopolist sell? To answer this question one must 
know his costs as well as his demand. Suppose simply that his costs are zero; 
e.g,, that the mineral water is sold directly from a spring. In such a case it 
would pay him best to set a price of 60 cents for a gallon of mineral water. 
This price maximizes his total revenue. A higher or a lower price would 
mean a smaller total revenue. 

Note that the monopolist sets a price which maximizes his revenue unless 
for some reason his aim is not maximum profit. Under the temporary 
assumption that his costs are zero, his net revenue is also maximized. A 
monopolist does not set the highest price he can charge, nor the price which 
would yield the greatest profit per unit: monopoly price is one which 
maximizes total profit. 

When costs are introduced, the principle is the same. Profit is the differ- 
ence between total costs and total revenue, and the monopoly price is one 
which maximizes this difference. 

A graphic illustration of the principle of monopoly price is given in 
Chart 15. In this chart the" line AR is the average reyenue curve: it repre- 
sents the sales possibilities of the monopolist, and' is also called his sales or 
demand curve. The line MR is the marginal revenue curve. Marginal reve- 
nue is the addition to total revenue derived from the sale of one more unit 
of the commodity. Marginal revenue falls faster than average revenue or 
price, because as a monopolist increases his sales and therefore must accept 
a lower price, marginal revenue takes into account not only the fall in price 
but also the loss in revenue on all previous units as additional units are sold 
at a lower price. The, curves ATC and MC in Chart 15 are the average total 
costs and die marginal costs, respectively, of the monopolist. 

The monopolist will maximize his profits when he sets the price at OF. 
At this price he, produces and sels the amount OA. The marginal cost and 
the marginal revenue of the amount OA are equal at AT. The monopolist s 
profits are the difference between his total revenue, which is his sales OA 
multiplied by price OP (and therefore the rectangle OARP% and his total 
costs, which is his sales.OA mxiltiplied by average total cost AS (and there- 
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fore the rectangle OASQ). His profits are hence the rectangle QSRP. These 
profits are a maximum because if the monopolist produced and sold more 
than OA, the graph shows that marginal cost~the addition to total cost— 
would exceed marginal revenue— the addition to total revenue, and tims 
profits would be smaller. Similarly, profits would be smaller if output were 
lower than O A, because marginal revenue then would exceed marginal 
cost, and profits could be increased by expanding output to OA. 

Monopolies on occasion have resorted to the physical destruction of com- 
modities; they have dumped goods into tlie sea, burned them, or otherwise 
destroyed them. They have done this presumably to make their profits 
larger. But how can it be profitable first to produce commodities in order 
later to destroy them? The deliberate destruction of commodities is usually 
an attempt to limit supply to attain a favorable price. For example: 
fish are caught by several hundred fishermen who pool their catches in a 
co-operative marketing organization which happens to be a monopoly. The 
monopoly sets a price which it believes will maximize the total revenue; 
but the amount which the monopoly thinks can be sold at this price is less 
than the combined catch of the member fishermen. The monopoly organi- 
zation then orders the destruction of the "surplus” fish. Of course, diflBcul- 
ties of storage affect such a decision; furthermore in such an organization 
control over the members is not too striet; and to prevent any member from 

Chart 15 MONOPOLY PRICE 
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breaking the price by surreptitiously selling more, the surplus product must 

be destroyed. 

The physical destruction of commodities by a monopoly illustrates two 
important points. First, where a relatively limited amount sold on the 
market brings a larger total revenue, demand is inelastic. If demand were 
elastic, it would pay to sell all that could possibly be sold, however low 
the price, because total returns would be larger. Destruction, then, can be 
a deliberate policy only if demand for the monopolized product is inelastic 
or is believed to be so. Second, destruction is of necessity a market or 
perhaps a short-run policy; it is never a long-run policy. Goods of any kind 
involve production costs, however large or small. No one in his senses 
would plan to produce something and then to destroy it. Thus destruction 
by a monopoly occurs only when a mistake is made, when either antici- 
pated demand is overestimated when production is carried out, or when a 
monopoly organization fails to prohibit its members from producing "too 
much.” 

Price Discrimination by a Monopolist 

Since a monopolist is free—within the limits of the demand for his prod- 
uct and the limits of his costs— to choose a price for his product, it follows 
that he can select two or three or more different prices if he finds such 
action expedient. Thus, for example, an electric power company charges 
one rate for electricity for domestic consumption, another rate for elec- 
tricity for advertising signs, still another rate for electricity for industrial 
power, etc. The practice of charging different prices for the same thing or 
substantially the smne thing is commonly called price discrimination. Price 
differentiation is probably a preferable expression, since it avoids any de- 
rogatory connotation given by the word "discrimination” in this context. 
The practice is common; professional men employ it as a matter of course. 
A surgeon charges one patient one thousand dollars and another only fifty 
dollars for identical operations; lawyers' fees sometimes vary as greatly. 
The Federal government charges different rates for different classes of mail. 

Price discrimination is practiced by a monopolist because it increases his 
profits. Ideally a monopolist's maximum profit would be obtained if he 
could charge each one of his customers the maximum amount each indi- 
vidually would pay for the commodity or service, in other words, a differ- 
ent price for each customer , (unless some of them had identical individual 
'.demand schedules). Actually only a rare monopolist, one who has a ver^^ 
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% limited number of buyers whose tastes and incomes are known, can prac- 
tice such refined discrimination. What the monopolist can do is to divide 
his market into a few classes or groups and to charge each group a different 
price. For example, a monopolist may sell at one price to the domestic 
market and at another price in foreign markets. RaiWays in Europe sold 
their passenger services at three prices: first, second, and third class. In 
the United States, they have two prices, Pullman and coach. Theater own- 
ers divide their seats into groups— orchestra, balcony, etc., at different 
prices. 

In practicing price discrimination the monopolist must be able to main- 
.. tain the distinctions he makes in the market, because otherwise no one 
would pay any price above the lowest, or the customers who could buy at 
lower prices would resell the commodity to those buyers who are expected 
to pay the higher prices. Distinctions between the buyers from a monopoly 
can be made and enforced in many ways. Where a monopoly sells at a 
lower price in the foreign than in the domestic market, a tariff wall keeps 
domestic consumers from buying the product abroad and importing it. 
Ticket arrangements and supervision by conductors or ushers keep the 
people who buy coach or balcony tickets from sitting in the Pullman or loge 
seats. Technical barriers are sufficient to prevent the householder from 
buying electricity at the industrial rate. A glass monopoly charges more per 
square foot for large pieces than for small ones: the buyers cannot make 
big ones out of little ones. 

Elasticity of demand in each of the separate markets in which he sells 
his product determines the difference between prices charged by a monop- 
olist. The price is higher in markets where demand is less elastic and lower 
where demand is more elastic. Suppose the owner of a mineral spring puts 
out his product under two brands. The mineral water is the same, but the 
two names, two labels, two shapes of bottle give the unwary the impres- 
sion that they are different. One of the brands is marketed through hotels 
and restaurants and the other through a grocery chain; one brand is thus 
sold to well-to-do buyers, die other to middle-or-lower-income buyers. The 
demand of the well-to-do buyers is less elastic, because the ratio of any 
possible price to their incomes is low; therefore the price can be raised 
without diminishing the sales greatly. On the other hand, the customers 
of the grocery store get the second brand at a much lower price, because 
their demand is elastic, and they will buy more at the lower price. By 
this discrimination total profits are greater than if the one brand were sold 
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QuaMcafions to the Principle of Monopoly Price 

So far it has been assumed that a monopolist charges the price which 
maximizes his profits. This assumption is not valid for all monopolists be- 
cause, among other reasons, a monopolist (1) may fail to know adequately 
the market (demand schedule) for his product and thus the optimum price, 
(2) may be satisfied with present profits, (3) may fail to experiment witir 
different prices to determine optimum prices because of inertia or some 
other inhibition. The price fixed by a monopolist, then, can be different 
from the profit-maximizing price. 

Another important reason for establishing a monopoly price different 
from the optimum is fear of potential competition. In such cases, the price 
is below the optimum position and profits are less than the maximum. This 
circumstance applies usually to those monopolists whose position is tenu- 
ous, particularly to local monopolies. A lower than optimum price may 
yield profits considered adequate by the monopolist, yet not so high as to 
induce others to set up competing businesses. 

The prices of the most important groups of monopolies, the public-utility 
corporations, are of course regulated. The effectiveness of regulation varies 
from case to case, but in general the prices charged by public utilities are 
fixed by regulating bodies at a “competitive " level, which is taken to mean 
that prices are equal to “costs plus a fair profit.’’ Rate-fixing legislation was 
prompted by popular outcries against the high prices formerly charged by 
monopolies. At the present time other monopolies which have a public- 
utility status, either not subject to rate regulation or subject only to in- 
adequate rate regulation, may charge a lower-than-optimum price because 
they fear that a high (profit-maximizing) price would lead to similar impo- 
sition of effective price regulation. 

The Significance of Monopoly 

Under monopoly, prices tend to be higher and production tends to be 
lower than they would be if the costs were the same and the commodities 
were sold under pure competition or even pnder monopolistic competition. 

The relatively higher, price charged by a monopolist is made possible 
because he can choose from among all possible prices that one which 
maximizes his profits! A seller under competitive conditions also tries to 
maximize his promts, but his pqwer to select an advantageous price is cir- 
cumscribed by rivals- Under pure cqmpetitiph he does not select a price 
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at all but most adjust himself to prices over which he has no control; under 
monopolistic competition, the seller has only a very limited power to set 
a price. By charging higher than the price which would exist under com- 
petitive conditions, the monopolist therefore “exploits'^ his customers. Ex- 
ploitation varies, of course, and is less where a monopolist, because of 
ignorance, inertia, or fear of potential competition or regulation, charges 
less than he could. 

Since a monopolisfs price is higher, it follows that the amounts produced 
and sold are less under monopoly than they would be if the product were 
produced at the same cost and sold under pure competition. Restriction 
of output thus characterizes monopoly. Restriction of output has several 
important consequences: consumers get less of the monopolized product 
than they are willing to buy at a price which covers full costs together 
with a minimum profit. It follows also that the resources employed by the 
monopolist are less than the resources the consumers 'want” to he em- 
ployed. The allocation of resources in the economy as a whole is distorted 
through the actions of monopolists in producing less than they could. Be- 
fore World War II the aluminum monopoly, for example, caused the price 
of aluminum to be high relative to otlier competitively sold materials. 
Hence less aluminum and more of other materials were used than if all 
materials had been competitively sold. The amount of capital and labor 
employed in aluminum production was too small, and that employed in 
the production of substitutes for aluminum was too large. 

What are the favorable aspects of monopoly? They are indeed few. A 
common argument supporting the existence of monopoly runs about as 
follow’^s: monopoly arises because modern technology necessitates large- 
scale production, which in turn entails concentration of production in one 
firm which can produce at very low costs. In other words, monopoly is 
justified on the grounds that it encourages the full use of technological 
advancement and that it makes possible very low costs of production. 
Socialists as well as capitalistic spokesmen of monopolies themselves are 
very fond of this line of argument. It has, however, only scant merit. There 
is no general tendency to large-scale production in the economy. Differ- 
ences in cost between large and small business units exist, but empirical 
studies have shown that they are not . great. Moreover, die large corporation 
controlling many plants must not be confused with the plant itself. The 
former is often large, but there is nothing technologically necessary about 
such size. A monopoly which points to the decline in its prices over a 
twenty-year period is not proving the eflBciency of xnonopoly; it may only 
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be showing that technology has improved or that the monopoly has taken 
advantage of the economies of size. The burden of proof lies on the 
monopoly to show w^hy its prices should not be still lower. 

PRICES UNDER CONDITIONS OF MONOPOLISTIC COMPETITION 

Monopolistic competition^ as already noted, is the term applied to the 
competition among sellers of products which are unique yet close substi- 
tutes for one another. It exists in many forms: price competition, quality 
competition, advertising competition, etc. To indicate the multitude of 
different kinds of monopolistic competition, a partial list of examples of 
nonprice competition follows.® Each of the items in the list represents a 
concession which a seller can make to a buyer, and which therefore gives 
a competitive advantage to the seller unless his rivals make the same con- 
cession. 

1, Concessions with respect to time of buyer’s payment: 

Discount 

Credit terms " 

Installment sales 
Deferred payment 

2. Concessions related to risks of buyer: 

Guarantees 
Price guarantees 

Accepting return of obsolete, discontinued, or 'unsaleable” merchandise 
Exchanging merchandise 
Sales subject to trial 
"Money-back” agreements 

8. Concessions related to supplying additional goods: 

Premiums 

Combination sales and offers 
Samples 

Special containers 

4. Concessions rendered buyer through use of seller’s employees or property: 
Demonstrating 

Furnishing plans and specifications 
Installation and erection 
Repair and maintenance 
Reconditioning 

Delivery service by seller’s or agents’ trucks 

^Adapted from Price Behavior and Business Policy, Monograph No. 1, Temporary 
, National Economic Committee, 1940, pp. 94-98. 
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5. Concessions rendered buyer through financial assistance or favors: 

Entertainment 

Patronizing publications in which buyer is interested 
Paying buyer's personal expenses 
Assuming reversed telephone or telegraph charges 
Assisting buyer to obtain used products for trade-ins 

6. Concessions through payment or diversion of commissions or fees to buyer: 

Payment of commissions or fees by members to purchasing agents com- 
pensated by buyers 

Splitting of commissions or fees by agents of seller with agents of buyer 
without buyer's knowledge 

7. Concessions through allowances or payments for value rendered by buyer: 

Trade-in allowances 
Advertising allowances 
Container allowances 
Purchasing from buyer 
Renting from buyer 

8. Concessions granted during performance contrary to provisions of agree- 
ment: ^ 

Settlement of old accounts at less than full value 
Permitting buyer's cancellation of order 
Substitution of higher quality of goods 

The items in this partial list are not only methods of competition, but 
also methods of modifying price quotations. Thus, for example, when a 
used article is traded in on the purchase of a nev^ one, the trade-in allow- 
ance modifies the price. Two dealers may have the same price, but if one 
offers a higher trade-in allowance, his price is in effect a lower one. 

Sometimes sellers wish to conceal the concessions which they make to 
buyers for reasons of competitive advantage. Devices of concealment are 
likewise many in number, as may be noted from the following partial list: 

1. Acceptance of forms of payment in which concessions may be concealed: 

Accepting securities 
Accepting buyer's capital stock 

2. Types of agreements, offers, invoicing, etc., by means of which concessions 
may be concealed: 

Oral agreements 

False billing or receipts 

Misdated invoices or contracts 

Invoices omitting tenns of sale 

Unitemized billing 

Orders omitting specifications 
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These competitive practices display the complexity of monopolistic compe- 
tition. To reduce the complexity, certain general concepts are necessary. 
One of these is product differentiation. 

Product differentiation signifies the fact that competition in wide areas 
of the economy is carried on by sellers of similar but differentiated prod- 
ucts. The automobile industry, for example, produces automobiles which 
may be thought of as a distinct commodity, but actually automobiles con- 
sist of Chevrolets, Fords, Plymouths, and other makes, all of which are 
distinguishable from one another. Each is unique. It may be seen in this 
sense that Ford has a monopoly of selling Ford cars, General Motors of 
Chevrolet, and Chrysler of Plymouth. That 'monopolies” of this kind are 
not unreal is borne out by the well-known fact tliat some buyers always 
purchase the same make of car and swear that they would never shift to 
another. Similarly, each retail store has customers who never buy else- 
where. In general, each seller under monopolistic competition has a por- 
tion, large or small, of his total customers who will always buy from him. 
Thus the individual seller under monopolistic competition has his own 
market, as well as a "shared market” with his competitors. 

In order to build up a market of his own tjie individual seller goes to 
great lengths to differentiate his own product from those of competitors. 
A distinctive name, carefully chosen packaging or labeling, unique design, 
and above all advertising are designed to impress the consumer with the 
special qualities of the product The product itself, its brand name, its 
label, and its advertising are protected by the patent and cop3n:ight laws. 
Some manufacturers have been so successful in their efforts to impress 
brand names on the buying public that these brand names have become 
common generic terms for commodities,* e.g., kodak, linoleum, kleenex, 
simonize, scotch tape, frigidaire, and dictaphone. 

While product differentiation causes the buyer to distinguish one brand 
from another, the seller s attempt to make his product different cannot be 
extended too far. Product differentiation actually involves a considerable 
amount of imitation. Where is the best place to open a new five-and-ten- 
cent store? Nearly always, it seems, the best place is near an established 
one. New flve-and-ten-cent stores, furthermore, tend to display die red and 
gold lettering of the older established stores of the same kind. A new manu- 
facturer of automobiles does best if his car has the general qualities of 
the existing makes. If the new car is radically different— if product differ- 
entiation is extreme-rconsumers may be wary. These are illustrations of the 
principle that a new Business or a new product often will have the most 


* favorable prospects for success if it resembles established ones sufficiently 
to attract -part of the established market. 

The imitation which accompanies product differentiation accounts for 
the shrillness of so much advertising: several brands of % commodity may 
be all very much alike and are made alike because each manufacturer tries 
to maximize the potential number of consumers, but to draw the consumer 
to himself each manufacturer emphasizes a trivial point in his advertising. 
In fact, the owner of a well-known brand may be viewed, for some pur- 
poses, as being in a clear-cut monopoly position. Such products as Coca- 
Gola, Cream of Wheat, and Simonize do face competition from products 
bearing other names, but so well established are these brands that their 
owners face much less competition than the owners of the lesser known 
brands. 


Problems of the Seller 

The individual business unit under conditions of pure competition has a 
relatively simple task: to adjust costs and output to a price which he is un- 
able to control. Monopolistic competition is more complicated because the 
seller has to adjust price as well as costs and output, and corollary factors 
are his advertising budget, his sales ' methods, and other means of main- 
taining competition. The problem of the seller can be grouped under three 
headings: (1) price policy, (2) quality policy, (3) sales policy. 

Prices Under Conditions of Monopolistic Competition 

How are the prices of commodities determined under conditions of 
monopolistic competition? When discussing a commodity in this context, 
it must not be forgotten that the commodity itself has no one price. Each 
seller s product is differentiated from the others and may have its own 
price. Thus if there were two hundred brands of a canned vegetable, there 
could be two hundred separate prices, although in practice many different 
brands will sell at the same price. The problem of visualizing prices under 
monopolistic competition is twofold: (1) the question of what decides the 
price a particular seller will select; and (2) the question of what determines 
the cluster of prices of different brands of the same commodity. 

The price charged by an individual seller depends on the shape and 
position of the demand curve for his own product in relation to his costs, 
which means that his problem in fixing a pnce is basically the same as the 
monopolist's. He, too, attempts tp'mimmize his profits. His' position differs 
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from the monopolists, however, in that the demand for his product is 
highly elastic because there exist close substitutes for it. A high ppce would 
mean a very small volume of sales because buyers would turn to rival 
brands. Furthermore, if profits are large the seller under monopolistic com- 
petition can expect fresh competition from businesses coming into his field. 
The new competitors capture part of the market, thus diminishing the 
demand and hence the profits of the enterprise already in the field. 

Variations in the prices charged for different brands of the same com- 
modity exist largely because of variations in cost among the producers and 
in tfie demands for the several brands. Well-known and firmly established 
brands will have large demands which are less elastic; less-known brands 
will have smaller demands which are more elastic. This means that the 
enterprises selling the well-known brands can often charge higher prices 
than the others. Some of the well-established brands may be hardly affected 
by competition from' new brands, and hence profits of the well-established 
firms may be reduced only to a slight extent by the entiy of new firms into 
the field. It follows that the prices of the several brands of a commodity 
may continue at different levels over long periods of time. 

The level of the whole cluster of prices of the brands of a commodity 
depends on the relations of the prices to volume of sales and to costs. If 
the relations are such as to produce large profits for most of the firms in 
the industry, competition from new firms attracted by the high profits will 
result and act in such a way as to lower prices. In general, then, the cluster 
of prices is held down except temporarily to the levels of costs by the force 
of competition. This is true, however, only if there is perfectly free entry 
to the industry. If profits are large in an industry, perhaps owing to an 
increase in demand, new firms enter the industry unevenly: they set up 
brands of their own, but the new brands compete unevenly, i.e,, with 
different degrees of success, with the established ones. 

Product Variation 

Monopolistic competition is not always on a price basis. Competition is 
more often based on differences, or seeming differences, of quality rather 
than of price between products. In fact, it is a major characteristic of 
monopolistic competition that some commodities maintain the same price 
over several decades. Some magazines, for example, may go through their 
entire life cycle—birth, growtli, decay, and suspension— at the same price; 

, others may change their prices only under severe circumstances, as when 
during World War II .magazine prices went up from 5 to 10 or 10 to 15 
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cents. Competition is keen between news and picture magazines, digests, 
etc., but, it is centered on differences in content and format rather than 
price, with the sole and not very important exception that sometimes sub- 
scriptions are offered to '"selected''' groups of persons at rates which amount 
to a reduction in price. The problem of the individual seller is to adopt 
that degree or form of quality in his product which maximizes liis profits. 
Stated very simply, it is a problem of effecting a happy compromise be- 
tween the smaller costs of a lower quality and the larger sales of a higher 
quality. Quality is here to be understood as those features of a commodity 
which seem valuable to the consumer. If the consumer is impressed by a 
glittering exterior, an extra gadget, or some other superficial aspect of a 
commodity, the manufacturer may find that he can increase his sales greatly 
by spending a little more on his product, so that his profits may increase 
almost as much as his sales. On the other hand, it may be profitable to 
worsen the materials or workmanship in a product for this may go un- 
noticed by all save a few of the buyers, with the result that costs fall and 
profits rise. 

For some commodities there are price lines, i.e., a list of prices at which 
the various grades of the commodity are sold. In the case of women's 
clothing, there is a series of definite prices, established by the accumulation 
of habit and tradition. ""Prices have come to be accepted as virtually im- 
mutable, except that new lines may be added when extreme changes in 
cost occur. They are rarely, if ever, considered subject to modification by 
bargaining. In planning production, the manufacturer carefully estimates the 
material and labor costs which will be required to produce a desired model 
and then makes such modification in the design as will be necessary to 
permit him to sell the product at one of the accepted lines.” 

Product variation may take the fonn of changes in quantity as well as in 
quality. Table 42 shows how a producer actually changed the size of candy 
bars selling for 5 and 10 cents.^ 

Table 42 changes in weights of candy bars 

Date of change Net weight per bar (pfain) 


5 cents refat I , 10 cents retail 

Jan. 1, 1926 1% ounces 2% ounces 

Oct. 10, 1931 2 4 

Sept. 2, 1932 1% 4 

Nov. 4, 1932 Vh 3% 


’’ TNEC Monograph No. 1, p. 70. s TNEC Monograph, op. cit., p. 73. 
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What are the consequences of product variation, of quality competition? 
Does quality tend to be high or low under monopolistic competition? One 
thing is certain: monopolistic competition in the American economy has 
provided the consumers with a luxuriance of choices. In man)^ cases mo- 
nopolistic competition has resulted in a steady rise of quality, although it 
would be difficult to say how much influence to ascribe to monopolistic 
competition on the one hand and to improved technology and the general 
upward trend of the national income on the other. No seller can afford to 
let the quality of his product drop very far below the levels set by his com- 
petitors. Where monopolistic elements are strong in a nominally competi- 
tive situation, quality deterioration often exists. As in price, so in quality 
a monopolist arranges matters to suit himself, subject always to the nature 
of the demand for his product. 


Monopolistic Competition and Advertising 

Advertising is a means, like lowering prices or improving the quality, by 
which a seller tries to improve sales under monopolistic competition. Ad- 
vertising is the leading example of the methods by which the seller seeks 
to increase the demand for his product. Other methods include the estab- 
lishment and maintenance of adequate retail outlets, by expenditures on 
the commissions and expenses of salesmen, by providing margins for re- 
tailers, by providing retailers with display material, and the like. Advertis- 
ing is the principal selling cost, as was previously noted, and for the sake 
of illustration advertising may here be considered as synonymous with all 
selling costs. 

Advertising is intended to increase demand. Herein is one of the sharp- 
est distinctions between pure and monopolistic competition. Under pure 
competition there can never be any reason for the individual seller to in- 
crease the demand for his own product. At the prevailing price, the demand 
for his product is infinite (he can sell any amount he produces without 
affecting jprice); and since his product is identical with that of other pro- 
ducers, there is no reason for attempting to increase demand. Under mo- 
nopolistic competition, however, the individual businessman has to sell his 
brand in competition with others. If he has a product which is priced com- 
petitively and the quality of which is likewise set up on a competitive basis, 
it may be that the demand for his brand may be very small; few consumers 
know of it and there are. rnany similar brands. He decides to incur the 
expense of advertising to inbfmse demand. The effect of advertising to the 
seller is thus sirmlar to. m hi^er costs are incurred in order 
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to bring in relatively more revenue. Advertising also resembles a reduction 
in price: increased sales, but a gain in revenue of smaller proportions. 
Hence the first consideration is alv^ays the relation between advertising 
expenditures and the additional demand they create. In general, it is true 
that advertising is subject to diminishing returns; i.e., there is some point 
beyond which it does not pay to increase advertising, because the addi- 
tional revenue from sales is less than the cost of the advertising itself. Con- 
sequently, each seller in planning an advertising program must, on the 
basis of experience or otherwise, decide just how far to carry his expendi- 
tures in advertising. 

Although advertising is always intended to increase the demand for the 
thing advertised, it sometimes increases the demand for rival products as 
well A buyer who is attracted by an advertisement may in a sense discover 
a new want; and after consideration he may buy the commodity, which is 
new to him, but he possibly buys a brand competing with the advertiser's. 
This is the reason why advertisements admonish the buyer to accept only 
the "‘genuine, to take no substitutes,” to be sure to look for the "red and 
beige label,” and to remember "if it hasn't the blank mark, it isn't Blanks.” 
The effect of advertising, then, is not predictable, because the benefits of 
the advertiser can be accompanied by benefits to his rivals, whose position 
he would prefer to deteriorate rather than to improve. 

Considered in isolation, there is some optimum of advertising expense 
for an individual seller, a specified amount of advertising which will make 
his profits greatest But, considered in a competitive context, the matter is 
different Suppose that one firm in an industry increases its advertising 
budget considerably and enjoys an increase of sales. The new sales can 
come from wholly new buyers or by a diversion of buyers from the other 
fimis in the industry. These latter firms, seeing the profilts or at least indi- 
cations of profits in the foimer and perhaps suffering losses of their sales, 
also begin to increase their advertising heavily. The effect is, perhaps, that 
total sales of the industry are somewhat larger, but each firm shares in this 
so that each has only a slight increase in sales. A further possibility is that 
now all firms are worse off than before the general increase in advertising, 
and that none dares individually to dimmish his outlay in advertisements. 
Another possibility, and a more likely one, is that the firm which initiated 
the increase retains its advertising advantage over the others and its larger 
profits. 

As a competitive weapon, advertising itself may be used in many ways, 
and it is but one of many other devices for increasing demand. It is im- 
possible here to /.describe aB,', the; complexities of selling effort,^biit a 'few 
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important generalizations can be made. Advertising is the principal method 
of competition in the sale of some products. Price and quality are often 
about the same for different makes and brands, but some sellers are much 
more successful because of advertising. 

Both prices and quality are affected by advertising. In general, prices 
of advertised goods are higher because of the advertising itself. Advertis- 
ing is a cost and where prices cover costs prices must be higher in pro- 
portion to advertising expenses. This statement is certainly contrary to the 
popular opinion that advertising makes possible 'mass markets,” and there- 
fore mass production and the low prices that are believed to result from 
mass production. This opinion is indeed valid for many individual cases. 
The demand which can be created by advertising does mean lower unit 
costs of production (including the advertising)— hnt only in those cases 
where there are actual and substantial economies of large-scale production. 
But economies of size are not universal, and where they do not exist adver- 
tising causes prices to be higher. However, a well-advertised branded prod- 
uct may be handled by distributors on a lower margin of profit, i.e., a 
lower gross margin. Thus the retail price is not higher since the retailer 
himself bears part of the manufacturer s advertising costs and does so be- 
cause his customers ask for the well-known products. 

Since advertising is a substitute method of competition for quality im- 
provement, it follows that advertising must sometimes replace a quality 
improvement that would otherwise be made. On the other hand, adver- 
tising serves to maintain quality standards, because faith in the advertis- 
ing is considered to depend on assurance of given quality. 


CHAPTER 16 

Prices and Markets: II 


In examining the formation of prices thus far the conditions of pure 
competition, monopoly, and monopolistic competition have been described. 
Another condition of gteat. importance is' oligopoly, in w^hich the number of 
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sellers is few enough so that each may directly affect the price of a com- 
modity by means of his supply of it. 

OLIGOPOLY. 

Oligopoly exists in many branches of American industry: aluminuni, 
steel, automobiles, farm implements, plate glass, cigarettes, and typewrit- 
ers are produced in industries which consist of two ('duopoly”), or three, 
or a few more companies. In some industries two or three or four com- 
panies produce and sell nearly the entire output of a commodity, even 
though there may be a dozen other producers, the main fact being that 
very few large companies dominate the entire industry. There are, then, 
two important aspects of oligopoly: (1) fewness of sellers, and (2) differ- 
ences in size among the few sellers. 

As among monopolies, local oligopolies are quite common. In small 
cities and in certain districts of large cities there are always two or three 
drugstores, banks, hardware stores, etc. Competition in sugh markets is 
characterized by the fact that each of the sellers must take direct account 
of the actions of the others, and also calculate the eflEect of his actions on 
them. Oligopoly is one form of competition. This point must be emphasized 
strongly to avoid confusion. Suppose that in an industry composed of five 
independent corporations there is a tacit or an explicit agreement on prices, 
on sales and sales policies, and on standards of production: this is mo- 
nopoly. Suppose these five corporations are actual rivals, each seeking to 
increase its profits at the expense of the others: this is oligopoly. The exist- 
ence of only a few sellers in an industry or in a locality is not, therefore, 
proof of oligopoly. Under present law it is illegal for sellers of a com- 
modity or service to unite their policies in such a way as to create a 
monopolistic condition. The Sherman Act of 1890 and the Clayton Act of 
1914 prohibit agreements in restraint of trade, i.e., monopolistic agree- 
ments. Monopolistic practices, then, exist only if enforcement of these laws 
is weak or if these laws as interpreted by the courts do not cover some 
forms of agreement. It is obvious that the fact that oligopolists follow the 
same course of action is not necessarily an indication of explicit agreement 
among them. Several firms in an industry may sell at the same price be- 
cause each has arrived independently at the conclusion that this price is 
the most profitable despite individual differences in costs. 
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Prices. Under Oligopoly 

The problems of price formation under conditions of oligopoly are well 
illustrated by duopoly, which is a form of oligopoly limited to two sellers. 

In duopoly the salient fact is the high degree of interaction in pricing 
between the two firms. Suppose two railroads, A and B, serve a common 
territory with parallel lines and that they are not subject to government 
regulation of their fares and rates. If A lowers its rates (B’s remaining the 
same) it will divert to itself most if not all of the traffic served by B; and 
if railroad B should in turn cut its rates below A’s, a similar diversion of 
traffic would happen. Price-cutting would be advantageous to a point since 
the marginal costs of railroads are low, i.e., the extra cost of serving extra 
business is relatively small. Price-cutting by railroads could be extended 
very far before the additional revenue would be less than the additional 
costs. One possibility under duopoly, then, is drastic price competition or 
cutthroat competition, as it has often been called. This is about what hap- 
pened among railroads in the period before the establishment of regulation 
by the Interstate Commerce Commission in 1887. Rates were sometimes cut 
to extremely low figures when two railroads were engaged in direct price 
competition. On the other hand, railroads in the same region often agreed 
on rates, setting them high, thus establishing temporary monopolies. 

The principle illustrated may now be stated: the demand schedule for 
the product of a duopolist depends on his price and on the price charged 
by his rival The total demand schedule for the products of both sellers 
depends, of course, on the buyers’ tastes and incomes, and the prices of 
other commodities and services. But the demand schedule for the product 
of one of the rivals is a different thing. Knowing that a reduction in price 
is certain to be followed by retaliation, under these conditions each seller 
will seek to set a price which wiU maximize his profits but which will give 
his rival no recourse for retaliation. If both sellers (or several sellers) had 
the same costs and if the ^product were undifferentiated, each would set 
the same price. The price would be identical with the price fixed by a 
monopolist under die same circumstances. This conclusion depends on the 
assumption that each seller considers the effect of his own price policy 
upon his rival and the rival’s possible countermeasures, that he knows the 
total demand schedule for the product, and that he attempts to maximize 
his profits. ' -• \ ; 

Thus pompetition which the form of rivalry between a few sellers, 
ohgopoly, can produce /the; same' ^hsequence as monopoly. The broader 
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implications of monopoly have been noted: in general higher prices, lower 
outputs, less economic use of resources than under pure competition. 
These consequences also follow from some oligopolies. 

Oligopoly, like any other general form of competition, manifests itself 
in a variety of ways. Thus far in this analysis it has been assumed that equal 
costs, perfect knowledge of the market, and profit maximization characterize 
each competitor. Moreover, product difEerentiation has not been introduced 
as a factor in oligoj)oly. By altering these assumptions and by combining 
them in diflEerent ways, several typical oligopolistic situations become 
evident ■■ ' . 

Suppose that the costs of the several sellers of a product are unequal. 
If the oligopolists are about the same size, the seller with the lowest costs 
will set a price which the others will be forced to follow if they desire to 
maintain their sales. The lowest cost seller, under these circumstances, can 
act as if he were a monopolist, estimating demand, price, and his own cost 
so as to maximize his profits. This process is termed price leadership. Price 
leadership arises also where differences in size are important. One firm 
may have 50 per cent of the sales of a product, its several competitors the 
remainder. This proportion can come about when the large firm has been 
in the field for some time, the others being relative newcomers. The large 
firm sets a price which the others follow even if the large firm has higher 
costs than the smaller ones. Its position of price leadership is possible be- 
cause its powers of retaliation are very great: it can afford to undersell a 
small competitor for a period long enough to ruin him. 

Product differentiation under oligopoly makes possible the existence of 
various prices at the same time for different brands of a commodity. If 
there were no product differentiation under oligopoly~e.g., two parallel 
railroads offering identical services— the sellers would have to set the same 
prices if they are to survive. That is to say, the price of homogeneous 
products sold under oligopolistic conditions are directly tied together, be- 
cause the only form of competition is price competition. With product 
differentiation, prices can be different. One seller can emphasize the high 
quality of his product and thus charge a higher price than the others, while 
the other sellers could iDroduce medium and lower qualities at lower prices. 
Although prices may not be identical, they must be Tn line'' (i.e., price 
policies must be compatible) if the industry is not to be subjected to price 
wars. Since price wars can be destructive as well as nerve-racking, it is 
easy to understand that the inclination to engage in price-cutting— in price 

Price competition, is in a, sense fundamental fprrn of competition* 
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Under pure competition, it is prices which adjust demand to supply and 
supply to demand, and which decide who shall produce and who- shall buy 
and who shall not. Yet price competition is uncommon in oligopoly as also 
under monopolistic competition. 

The decline in price competition in the last few decades is to be attrib- 
uted partly to the growth of oligopoly, which is a consequence of the con- 
centration of production as well as of corporate control. But in addition 
the attitudes of American businessmen have changed. Price wars were not 
rare in the latter part of the nineteenth century. They were frequent among 
railroads before the imposition of federal control; and -they characterized 
the growth of the oil and other industries. In the period since World 
War I, however, price competition in oligopolistic industries has been con- 
siderably attentuated. Price reductions as a method of gaining a direct 
competitive advantage came to be looked upon almost as unfair competi- 
tion. It was held that competition ought to be in quality, performance, and 
service. Trade associations and other business organizations have cam- 
paigned against the idea of direct ,price competition and advanced price 
stabilization in its place. During the 1930's, in fact, price-cutting became 
a term almost of opprobrium; a ‘price chiseler” was condemned. 

The “rigidity”— the infrequence and small extent of change— of prices 
under oligopoly is thus attributable to the prevalence of nonprice competi- 
tion. Specifically, price rigidity can also be explained in terms of the de- 
mand for his product as it appears to the individual oligopolistic seller. 
Suppose he considers raising his price. This will be unwise if his rivals do 
not follow, because many of his customers will desert him if he I'aises his 
price: he visualizes the demand for his product as being very elastic above 
his price. Again, suppose he considers lowering his price. In this instance 
he may believe that his rivals will follow him and cause his gain to be 
small: he sees the demand for his product at lower prices as being inelastic. 
If such are a seller s opinions, small wonder that he finds no reason to 
change a price that is clearly not unsatisfactory. And if his rivals are of the 
same mind, the price structure in the entire industry will be rigid. 

Price changes, of course, do take place under oligopoly, but tliey are 
likely to be the direct and appreciable consequences of specific causes, 
such as wage increases, tax changes, cost reductions, new processes, tech- 
nological improvement, etc. Price reductions which represent a reduction 
in cost 'are not in the same disfavor as price cuts which are purely com- 
petitive measures. If a corporation lowers its prices after effecting econo- 
mies in manufacturing, the other corporations in the industry may be 
impelled to follow whether or not have been able to reduce their 
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own costs. The fact that they will follow could be a deterrent to the pro- 
gressive firm which nevertheless may be sufficiently confident of its pros- 
pects to proceed with a price reduction anyway. 

PATTERNS OF OLIGOPOLY PRICES 

Since under oligopoly the possibilities of price competition are so great 
and since price competition where there are only a few sellers can be 
dangerous, many industries have established means to avoid price compe- 
tition and in some degree to control prices. Among others, these are price 
leadership, zone price and basing-point systems, and freight equalization 
systems. 

Price leadership, which has already been described, is found wherever, 
all or most of the firms in an industry adopt the price set by one firm, or 
adjust their prices in a definite relation to the price of the leading firm. 
Price leadership has existed in the steel, petroleum, fertilizer, industrial 
alcohol, and other industries, the price leader usually being the largest firm 
in an industry. Firms follow the price increases or decreases of the leader 
because, for one thing, they may be afraid to compete on a price basis 
with the largest and most powerful company in the industry. For another, 
they may genuinely respect the policies of the big firm. After all, it is no 
simple matter to determine a price in view of the complexities of cost and 
market analysis, and to copy the price schedule of a successful firm is safe 
and perhaps profitable. Then, too, the industry may believe in the desir- 
ability of stable prices, and because outright price agreements are beyond 
the pale of the law, price leadership becomes a kind of agreement by 
examjple. Finally, price leadership is to be expected where there are great 
differences in size among the firms under oligopolistic conditions. 

The price leader, conscious that other firms will in fact follow him, will 
set his price as if he actually had a monopoly position. If he were not sure 
of the loyalty of his followers he would have to exercise caution. He could 
not put his price too high, lest the others raise them only slightly and thus 
give themselves a competitive advantage, and lest too many new firms be 
encouraged to enter the industry. The position of the leader is secure only 
when in size he dominates the other firms in the industry. There is at all 
times sporadic price-cutting by small competitors. And in periods of ex- 
pansion it is particularly difficult for the price leader to maintain liis posi- 
tion, because not only do tlie followers break away but also new firms 
enter tlie industry. Periods of contraction, however^ are likely to see price 
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leadership at its strongest and also most welcome, for in such periods there 
is sentiment for price stabilization. 

Although a price leader may act to bring about die same level of prices 
in his industry as if a monopoly prevailed, the consequences are different 
from monopoly. Since there are other firms in the industry the total amount 
of capital facilities in the industry can be larger than under monopoly. 
Furtheraiore, the profits of nearly all of the fimis in the industry may be 
small, owing to the large investment in the industry.^ 

Basing-Point and Zone Price Systems 

Price competition is eliminated or very much limited in some oligopolistic 
industries by means of geographic price systems, based particularly on 
commodities in which transportation charges are an important element in 
price.^ Steel and cement are examples. Transportation charges are of pecul- 
iar importance in the sale of these commodities. The seller is interested in 
the net price he receives at his plant, while the buyer is concerned with 
the delivered price of die article. To the seller, transportation charges are 
costs which cannot be altered, and which are an additional burden in- 
curred in making a sale, if indeed he bears diis burden at all. In many 
industries (automobiles, for example) sellers do not bear the burden of 
transportation costs at all— they sell their products T.o.b.'" (Tree on board”), 

, which means that the merchandise is placed on railroad cars or other means 

of transportation at the producers plant, and that freight is paid by the 
. buyer. There is, besides the f.o.b. system, the basing-point system of prices, 

' which is also designed to transfer the relatively fixed costs of transportation 

from the seller to the buyer. 

% The most famous of the basing-point systems is ""‘Pittsburgh plus.” This 

f1 was a price structure which existed in the steel industiy more or less con- 

tinuously from 1900 to 1926. Each steel company, no matter where its plant 
was actually situated, charged a price for steel which was the mill price 
plus full freight charges from Pittsburgh, A Chicago steel mill, selling steel 
to a buyer perhaps only a few hundred yards away, added freight charges 
from Pittsbm'gh to its price. The "Pittsburgh plus” system, however absurd 
it might seem, at least had the merits of simplicity and uniformity. It was 
a means of preserving price uniformity in the steel industry, where price 
competition had been so intense that several attempts had been made to 

^ ^ G£. A. H. Btros,. The J[!>ecMrm of Competi^n, McGraw-Hill, 1936, pp. 140ff. 

2 C£_ Temporary \Hati6ml EcenbMc; Monograph No. 1, Price Behavior 
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stabilize prices. Pittsburgh was the basing point because it was the center 
of the stsel industry (United States Steel Corporations principal plants 
were in Pittsburgh). It was an arbitrary system, abandoned because of its 
doubtful legality, but it decreased price competition in an oligopolistic in- 
dustry selling a product for which transportation charges are important. 

'‘Pittsburgh plus” is an example of a single base-point system for deter- 
mining prices. Multiple basing points are also used in such industries as 
cement, wood pulp, lead, sugar, and steel (since 1926). The multiple basing 
points are set at the centers of production. Each firm charges a price based 
on freight" charges from some basing point to the buyers locality, whether 
or not the selling firm is located at the basing point. Under the multi- 
ple basing-point S3^stem, (1) prices to any one buyer are identical no mat- 
ter from whom he buys; and (2) buyers in widely separated localities pay 
different prices because different basing points are applicable to them. 

Zone Price Systems 

In the zone price system prices are uniform within zones; the seller either 
quotes delivered prices directly, or quotes f.o.b. prices and pays the full 
freight himself. Many goods sell at exactly the same retail prices throughout 
the United States, especially nationally advertised goods. Uniform delivered 
prices exist also for some industrial products, like aluminum, where freight 
is a small element in total cost to the buyer. For such products the entire 
country comprises one zone. Zones may be merely a part of a state, or may 
take in all of the territory east or west of the Rocky Mountains. 

Zone systems have usually arisen as part of the growth of an industry. 
The zone boundaries are sometimes established to delineate sales areas 
"belonging” to particular sellers, but ordinarily zones are devices to keep 
prices in line. Generally the uniform zone prices are observed by all sellers, 
with the exception tliat the price on an individual order may be cut if the 
order is considered an important one. Prices differ from zone to zone. The 
differentials may be influenced by custom, or may reflect conditions peculiar 


Where several 'sellers are Jn .eompetitioB but are situated at'dijfferent ' 
points in: tibe eornitty,; fibair competition can take tlie form of absorbing all 
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or part of the freight charges to the localities of buyers.® Suppose there are 
two rival producers situated in New York and Chicago who i^re selling 
identical commodities. If Philadelphia and St. Louis are two important 
markets, if sellers use an f.o.b. system of pricing, and if the plant prices 
of both are identical, the New York producer will not be able to sell in 
St. Louis, nor the Chicago producer in Philadelphia. At some point of time, 
however, one of the producers may have surplus capacity or surplus product 
on his hands which cannot be absorbed by the territory which he has been 
accustomed to serve. If under this condition the New York firm learns that 
a buyer in St. Louis is in the market for a large order, the New York firm 
may attempt to invade the St. Louis territory and to compete with the 
Chicago producer. One way in which the New York producer can reduce 
his price to the St. Louis buyer sufficiently to meet Chicago competition 
would be to reduce his plant price by an amount sufficient to make up for 
the difference in freight. . Usually, however, such a step would entail so large 
a loss on sales in near-by areas that the gain from making occasional sales 
in remoter areas would be completely lost. Hence a much more expedient 
and likely decision would be to cut prices only on the St. Louis transaction, 
and by an amount about equal to the difference in freight. If prices are 
quoted on a delivered basis, this can be done directly; if an f.o.b. system is 
used, the quotation can be reduced by the discount necessary to make the 
sale. Some such process of '‘freight absorption” is likely to occur whenever 
geographically separated sellers of similar products compete in the same 
markets. 

Freight equalizations, however, tend to assume conventional forms. In 
many industries there are systematic schemes of freight equalization more 
or less followed by all sellers. Such schemes are far too elaborate in detail 
to represent purely spontaneous developments. But the existence of schemes 
of freight equalization is not by itself proof of the absence of effective price 
competition. "All that can be said is that the more complex and conventional 
types of geographic price structure often spring not from natural adjust- 
ments to the market but from a conscious effort on the part of concerns in 
an industry to limit or eliminate price competition and that they may even 
be indispensable tools to this end. Thus although the more obviously arti- 
ficial types of geographic price structure are frequently encountered under 
circumstances which give rise to suspicion of collusive restraint of trade, 
yet it is not necessarily true that their existence is either the direct cause 
or manifestation of such collusion. It is theoretically possible, for example, 

^ The following discussion is adapted from Frice Behavior and Business Policy^ op. cit.^ 
pp. 277ff. . 
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* that aggressive price cutting should take place within the framework of such 
, a system <as well as without it ” ^ 

RELATIONS BETWEEN MARKETS 

Thus far the processes of price formation under pure competition, 
monopoly, monopolistic competition, and oligopoly have been ‘ examined 
from the position of the seller. Throughout the buyers have been assumed 
to be actively in competition with one another. It is necessary now to drop 
this assumption in order to examine relations between buyers in various 
kinds of markets. 

Pure competition ^mong buyers is found in almost all retail markets. 
Witness the consumer. If he doubles his purchases of soap or cigarettes or 
anything else, the price he pays will not rise on that account. The price he 
pays could not rise, because the individual buys only an insignificant part 
of the total amount consumed. Or suppose that an individual consumer 
decides to pay less than the going price for some article. If he sticks to his 
low price offer he is able to buy nothing, because in most markets there is 
no individual bargaining on prices. 

If an individual is the only buyer of a commodity or service, his position 
corresponds to that of the monopoly seller. The single buyer is also a 
monopolist— a monopoly buyer or Just as the monopolist is 

able to choose from the many available the one selling price which maxi- 
mizes his profits, so the monopsonist is able to choose from among many 
purchase prices the one which maximizes his gain as a purchaser. 

Monopsony is found throughout the economy. A meat-packing company 
might be the only buyer of beef in a locality, an auto-assembly company 
the only buyer of certain auto parts, a chemical concern the only buyer of 
certain herbs, etc. Local monopsonies are perhaps not so common as local 
monopolies, but they exist in many areas, especially in the market for 
services. The local mill or factory is the only buyer of a certain grade of 
unskilled labor, the drugstore is the only buyer of the services of qualified 
pharmacists, the garage the only buyer of mechanics' services, etc. 

The monopsonist, unlike the buyer in pure competition, within limits can 
choose the price he pays. If one corporation acquired all facilities for re- 
fining copper and thus became the only buyer of copper concentrates j^^^ w 
price would it pay? Not the lowest conceivable price, because at such a 

5 This word is of recent coinage. It isionned on the model of the word 'monopoly.^* 
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price the owners of copper mines would refuse to produce; nor the lowest 
price which would cause the copper mines to produce, because at such a 
price the owners of copper mines would not produce enough as the manu- 
facturing concern could profitably use. The price paid by a monopsonist is 
the price which maximizes his gain as a purchaser, and which causes his 
suppliers to furnish the amount he wants. 

Monopsonistic competition and oligopsony among buyers correspond to 
monopolistic competition and oligopoly among sellers. The distinction be- 
tween the two market forms is based on numbers, but it is not so definite for 
buyers as for sellers. Likewise, the importance of product difiFerentiation is 
not so great for buyers. In its broadest aspects, product differentiation com- 
prises all those characteristics of a product (or seller) which are intended 
to lead buyers to prefer one seller to another, within the limits of substi- 
tutability between one seller for another. From the point of view of the 
buyers, then, product differentiation means those characteristics which lead 
sellers to prefer selling to one buyer rather than another, again within the 
limits of substituting one buyer for another. It is undoubtedly true that 
sellers often prefer to deal with certain buyers, usually to the latteFs advan- 
tage. This applies particularly in the sale of labor services. For example, 
one department store in a large city may have the reputation of being a 
"'better” store; and all of its employees shine in tlie reflected glory of the 
store’s reputation. Hence this store is better able to keep a sales staff than 
other department stores in the city, and may even be able to pay lower wages. 
Thus, the sellers of labor exert a preference in seeking employment, and the 
buyer is able to take advantage of this in the form of a lower price. 

More important is the advantage which large buyers are able to secure. 
Meat buyers buying from cattlemen, cigarette manufacturers buying from 
tobacco farmers, and automobile companies buying from parts manufac- 
turers are examples of oligopoly buying. Such buying keeps the price low, 
just as under oligopoly selling the price is higher than under pure com- 
petition. Chain stores are able to buy many commodities at lower prices 
than the independent retailer must pay, not only because the chain store 
buys in large quantities, but also because the chain store uses its size as 
such to force lower prices (by threatening not to buy at all, it can cause 
reductions in the prices it pays). 

Several possible buyer-seller relationships are possible. The relations on 
both the buying and selling sides of markets can be described as follows: 

1. Pure competition on both sides, ISio one person can control the price. 

; _.This condition emtjs,in;^ithe .^great farm, commodity markets, and was 
discussed In Chapter 15, plages :'SS8‘ "to 346. ^ ^ > 
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%. Monopoly ' by - a seller, pure competition among buyers. This is the 
classical monopoly case.® 

Q, . Monopoly by a buyer, pure competition among This was 

described above, on page 371. 

4., Monopoly on both sides. This is ""bilateral monopoly/’ exemplified by 
industry-wide bargaining between a labor union and an industry. The 
price arrived at by the buyer and seller is ""indeterminate/’ 1.6., it is 
not possible rationally to say just what the price will be under such 
circumstances. Price is here dependent on the particular facts in each 
case— on whether the buyer or the seller is the better bargainer, whether 
the buyer could produce the product himself if he thought the sellers 
price too high, whether one has better knowledge of costs than the 
other, whether the seller is a producer also of other products, etc. 

5. Oligopoly or monopolistic competition among sellers, pure^ competition 
among buyers. This is exemplified by the automobile industry. 

6. Oligopsony among buyers, pure competition among sellers; example: 
the market for raw tobacco. 

7. Oligopoly and oligopsony. This relationship is very common in the 
markets for producers’ goods. For example, the relatively few railroads 
buy rails from the relatively few steel companies. Here also, as under 
bilateral monopoly, the price or prices arrived at depend largely on 
particular circumstances and cannot be precisely stated with general 
reasoning, 

8. Oligopoly (or oligopsony) on one side, monopoly (or monopsony) on 
the other. Thus, there can be one buyer and several sellers, or one 
seller and several buyers. The monopolist (or monopsonist) is more 
powerfully situated than any one of the few buyers (or sellers) with 
whom he deals, but he is not so powerful as he would be if he dealt 
with many buyers (or sellers). 

Each of these market forms or relationships exists in the economy. There 
are, furthermore, certain relations between markets which also determine 
the market structures within which prices are formed. In flowing through 
the different stages of production, a raw material very often passes from 
one type of market to another. Take a commodity the raw material for 
which is grown on farms. The farmers sell their product to a processing 
industry which consists of a few large firms, i.e., there is pure competition 
among the sellers and oligopoly among the buyers. The buyers have the 
advantage in the market, even if they do not resort to collusion in fixing 

Chap, pp. 340^54. \ •'/ ; . ' 
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their purchase prices. The processing industry next sells its product to 
another industry for further processing. The second industry mgy consist 
of a large number of small firms, so that there is now oligopoly among the 
sellers and pure competition among the buyers, the advantage lying with 
the former. Thus the first processing industry has a double advantage 
because of its market position, which is that of an oligopoly buying from 
and selling to purely competitive industries. 

Suppose next that the second processing industry sells the still unfinished 
product to another industry which prepares it finally as a consumer good, 
and suppose that the third industry is also an oligopoly. The second industry 
—a purely competitive one— is at a double disadvantage because it is 
squeezed between two oligopolies, buying from one and selling to another. 

Now the third— an oligopolistic— industry sells the final product under 
brand names to retail dealers who in turn sell the item to final consumers. 
Among the consumers there is of course pure competition, and among 
the dealers both oligopoly and monopolistic competition are present. The 
third processing industry, like the first, has the twofold advantage of buying 
and selling in purely competitive markets. 


RELATIONS BETWEEN PRICES OF COMMODITIES 

The relations between the demands for and the supplies of pairs of 
commodities was discussed earlier. It was shown how the demands of two 
commodities are connected when the commodities are substitutes for each 
other or are complementary with each other. Similarly, it was pointed out 
how the supplies of two commodities are related, when the two are jointly 
produced or are rivals in production. 

Consider now the price relations of commodities which are substitutes. 
The general principle is that the prices of goods which are substitutes for 
one another move together. If the price of grapefruit rises the price of 
oranges is expected to rise also, although not necessarily in the same pro- 
portion. Because as the price of grapefruit goes up the amount bought 
diminishes, some of the buyers switch their purchases to oranges which 
are a substitute product. The demand for oranges thus increases, and their 
price rises. Similarly, a decline in the price of a product causes a decline in 
the prices of its substitutes. If the price of pork declines a larger amount is 
bought, so that there is a shift of consumption from beef. The demand for 
beef is less, and consequently its price can be expected to decline. 

This statement of tnovemefits in the prices of substitute goods require 
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some qualification. First, prices must be flexible before the changes in the 
price of one commodity can be reflected clearly in altered prices of another 
commodity. Consequently, these price relations stand out best in purely 
competitive markets. These relations operate most directly, in fact, in the 
retail markets for such foodstuffs as fresh vegetables, meat, and fruit, for 
these commodities differ from other retail items precisely because their 
prices vary from week to week, if not from day to day. Therefore, if a 
commodity is sold at a "'rigid'" price, i.e., one changed only infrequently, 
such as the price of a branded article, a rise in the price of the substitute 
good may not produce any change in price at all. Despite this possibility, 
however, the change in the price of the substitute causes an increase in the 
demand for the commodity with the controlled, or rigid, price. If the 
increase of demand is large enough and is expected to continue, there is 
occasion for the deliberate raising of the price. Thus the principle of the 
direct dependence of the prices between substitute commodities is effective 
even when prices are controlled. 

The second qualification to the principle is concerned with supply. If the 
price of commodity A rises, how will conditions of supply affect the rise 
in the price of commodity B, which is a substitute for A? An increase in the 
price of A heightens the demand for B, but if the supply of B were perfectly 
elastic (the sellers are willing to supply more at no increase in price) then 
the price of B would not rise. Supply must not be perfectly elastic: this is 
the only qualification to the principle of the interdependence of the prices 
of substitutes. 

Consider next the price relations of commodities which are complementary 
to each other. There are many pairs or groups of goods which are jointly 
demanded: Tennis balls and tennis racquets, toothpaste and toothbrushes, 
pens and ink, etc. If the price of one of a pair of complementary commodi- 
ties goes up, what happens to the price of the other? It tends to go down. 
For, if the price of one goes up, less of it is bought and therefore the demand 
for its complementary product falls off. Thus while the prices of substitutes 
move up and down together, the prices of complements may move in 
opposite directions. In both cases, the change in one price need not be 
proportionate to the change in the other. Indeed, usually the changes are 
not proportionate. 

The qualifications given for the substitute price relation apply with equal 
force to the complementary relation. If prices are not flexible, or if supply 
is perfectly elastic, the price of one complementary good may not be 
affected by a change in the price of the other. 
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The substitute relation between commodities is much more common than 
the complementary relation. In a sense, all commodities are substitutes for 
one anotlier, because they all compete for the consumer s dollar. The com- 
plementary relation results from the combined production of goods or of 
their joint use in clusters of goods. Since the substitute relation dominates, 
it follows that prices tend to move in the same direction. The principles 
described for pairs of commodities hold true for several commodities and 
to all commodities and services. A rise in the price of one commodity is 
followed by increases in the prices of several commodities. The effect of 
the rise of one price spreads itself like a ripple through a whole series of 
prices, and, like a ripple, the effect diminishes the farther away it proceeds. 

Price relations are in several ways conditioned by the supply connections 
of commodities. Under joint supply, which was defined previously,’' price 
relations work this way: suppose that there is an increase in demand for 
beef, which is produced under conditions of joint supply with hides. An 
increase in the demand for beef raises its price. The higher price of beef 
brings forth a larger supply of beef and necessarily a larger volume of hides. 
But if there is no change in the demand for hides, the larger supply of hides 
must be sold at a lower price. Hence an increase in demand for one com- 
modity can lead to a decrease in the price of another, when the two 
commodities are produced under conditions of joint supply. Suppose again 
that the demand for both beef and hides increases, but that the increase 
in demand for beef is relatively greater. It is still possible for the price of 
hides to fall, if their supply increases (along with the beef) more than their 
demand. 

Just as complementarity in demand is the exception and substitution the 
rule, so the joint supply relation is exceptional to the general prevalence of 
rival supply. Commodities are rivals for resources as well as for consumers’ 
dollars. Where two commodities are produced under conditions of rival 
supply, an increase in the demand for one of them tends to raise the price 
of the other. The reason is that an increase in the demand for one brings 
about a higher price for it, thus causing an increase in supply. But an 
increase in the supply of one necessarily diminishes the supply of the odier, 
whose price in consequence goes up. Therefore when two commodities are 
rivals, either in consumption or in production, their prices move upward ox 
do\\mward together. , 
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SUA^RY 

The highlights of this and the preceding chapters may be reviewed at 
this point. It has been shown that prices perform the following functions in 

the present economic system: 

1. Allocation of consumer goods among consumers 

2. Geographical distribution of commodities among all of the centers of 
.use 

3. Adjustment of consumption to varying levels of production (as in 
seasonally produced commodities) 

4. Guidance of the quantity and composition of goods produced 

a Determination of methods of production, subject to the limitations of 
technology 

6. Allocation of the basic resources— land, labor, and capital— among their 
possible uses 



The demand for any commodity or service is composed of the demands 
of individuals. The amount of a commodity which an individual will buy 
depends on his tastes, his income, the price of the commodity under con- 
sideration, and the prices of all other commodities. This can be expressed 
by means of the individual demand schedule. The demand for a commodity 
in a market is represented by a market demand schedule, which is the sum 
of the demand schedules of individuals who are potential buyers of the 
commodity. 

A demand schedule shows the relation between possible prices and the 
amount which would be bought at each price. The relation is an inverse 
one: less would be bought at a high price and more would be bought at a 
low price. 

Elasticity of demand expresses the character of the relation between price 
and amount bought. Demand is elastic when a change in price causes a 
more than proportionate change in amount bought; it is inelastic when a 
price change causes a less than proportionate change in amount bought. 
The elasticity of demand of a commodity depends upon the number and 
kind of substitutes which it has, the number of uses to which it can be put, 
and the ratio of its price to the incomes of buyers. 

The income elasticity of demand for a commodity refers to variations in 
amount bought caused by changes in the incomes of purchasers. 

The demands for different commodities are interrelated because com- 
modities are eilher substitutes or complements of one another: 
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Supply also is represented by means of a schedule showing prices and 
amounts which would be offered for sale. In general, a supply^ schedule 
exhibits a direct relation between prices and amounts which would be 
offered for sale: the higher the price, the larger the amount which would 
be offered for sale. The concept of elasticity can also be applied to supply. 

Three conditions of supply are to be distinguished: (1) sellers have goods 
on hand, (2) they are going to produce goods with existing equipment, and 
(3) they are going to invest in capital facilities to produce goods. These 
conditions are termed market supply ^ short-run supply, and long-run supply. 
Costs of production do not influence market supply, but do affect short-run 
and long-run supply. 

In the short run, which is a period brief enough so that production 
facilities may be considered as given, the prices at which producers will 
supply are related to their costs in this way: prices must always be higher 
than their average variable costs, although the prices may be below full 
cost of production. The prices at which producers will supply commodities 
can also be higher than full costs of production. If the price is at a height 
which calls forth full production, still higher prices cannot cause any 
additional production; thus the short-run supply schedules of producers 
become perfectly inelastic at high prices. 

In the long run, during which adjustments of investment in plant and 
equipment can be made, supply is determined by full costs of production 
including a normal profit. In the long run the prices at which producers 
will supply commodities are variable, depending upon scale of output. 

Prices are determined in markets, which are areas where buyers and 
sellers are in touch with one another. Markets may be characterized by 
conditions of pure competition, monopoly (monopsony), .monopolistic (mo- 
nopsonistic) competition, or oligopoly (oligopsony). 

Where markets are characterized by pure competition— a large number 
of buyers and sellers dealing in a homogeneous product— prices are deter- 
mined by demand schedules and supply schedules. The equilibrium price 
is the price which equates the amount which would be bought with the 
amount which would be offered for sale. 

Prices under monopoly— a single seller— are characterized by the fact that 
monopoly sellers themselves determine their prices within the limits imposed 
by the demand schedules for their products or services. The monopolist 
adjusts his price so that his net profits are maximized. This principle must 
be qualified if the monopolist; does not fully know the demand for his com- 
modity, or if because of fear; of regulation or potential competition he sets 
his price lower than he would otherwise. 



379 


PRICES AND MARKETS 

Under conditions of monopolistic competition— where sellers of branded 
and Gthoi’wise differentiated commodities and services are in competitioii 
with one another— prices are only one phase of competition. Prices, condi- 
tions of sale, quality of product, and advertising may all or in any com- 
bination be the terms of monopolistic competition. Where competition tabes 
the form of price competition, prices are set by the individual seller, who is 
nevertheless faced with a very elastic demand for his product so that his 
range of choice of prices is limited. 

Prices under oligopoly— few sellers— are characterized by the fact that 
the price charged by each of the few sellers is closely dependent upon the 
prices charged by the others. Thus prices can be deliberately set by 
oligopolistic sellers at levels identical with the height of a monopoly price. 
This is true particularly where one firm dominates an industiy and acts as 
a price leader. Yet destructive price wmrs can always arise under oligopoly, 
and therefore the tendency in oligopolistic industries is for competition to 
take nonprice forms. Furthermore, these industries have commonly developed 
systems of pricing which tend to lessen the possibilities of price competition : 
for example, the basing-point, the zone, and the freight-equalization systems. 

The function of allocating goods requires flexible prices to adjust stocks 
and production of goods to the changing demands of buyers. Iletail prices 
are, in general, determined under conditions of monopolistic competition; 
they are fixed by the individual retailers but under conditions of very close 
competition. Competition in the retail field appears to be keen enough to 
bring about sufficient price adjustment to keep consumption and supplies 
in balance. Stocks of unsold goods do not pile up, except temporarily. The 
problem of unsold goods is generally solved by reducing prices. Likewise 
increases in consumer demand are nearly always no et by larger supplies or 
by higher prices. It is only in wartime and in periods like 194547 that the 
volume of goods consumers are willing and able to buy is larger than the 
volume dealers have for sale. 

The geograpliical distribution of goods and the adjustments of consump- 
tion to var}dng levels of production are aspects of the functioning of the 
price system which are performed unobtrusively. 

Prices guide production— by indicating to producers what and how much 
to produce and to a certain extent by what^ means— most effectively when 
they are formed under conditions of pure competition. Prices under con- 
ditions of pure competition are determining, not determined. No one 
producer or consumer can influence these prices; rather, all must be guided 
by them. A high price encourages production md discourages consumption; 
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a low price has the opposite effect Under conditions of monopoly, of 
monopolistic competition, and of oligopoly, however, individual sellers have 
some conti'ol over their prices. Similarly when buyers are in monopsonistic 
or oligopsonistic positions, they too have some control over prices. When 
producers themselves influence prices, the function of prices as effective 
guides or determinants of production is impaired but not nullified. For the 
power of individuals to set tlieir own prices is more apparent than real 
Under monopolistic competition and under oligopoly, the power of the 
individual is narrowly circumscribed by the actions and potential actions 
of his competitors. Even the monopolist is limited in his freedom of action 
by the character of the demand for his product. Thus in actual practice 
prices can be set by individuals only within limits: the producer is always 
guided by the price range within which his product can be sold. 

It can be concluded, therefore, that prices function as guides to produc- 
tion and as determinants of methods of production even if somewhat 
imperfectly. Prices determined under monopolistic and imperfectly com- 
petitive conditions distort the allocation of resources to some extent; high 
prices keep consumption and therefore production lower than they other- 
wise could be. 

Price is not only a determinant of the composition of the national output 
and the allocation of economic resources, but it also influences the level of 
national output. Over any period of time the size and composition of the 
output is the outgrowth of producers’" decisions made during a previous 
period. These decisions are made in terms of short-nm and long-run profit 
(phce-cost-sales) expectations. The short-run expectations as shown already 
call for a price which will be at least above minimum average variable costs; 
the long-run expectations call for a price equal at least to full unit costs of 
production. 

The prices at which the current flow of national output sells during any 
one day or week in general equal, fall short of, or exceed the expected prices 
which lead producers to schedule this flow of output Current prices are 
. among the influences which form producers^ expectations of future prices. 
Thus if current prices and sales are not up to previous expectations, this is 
likely to affect adversely the short- and long-run expectations which govern 
the level of national output, income, and employment in the period ahead. 
If current prices are about v&at had been expected, or generally higher, 
the level of production in the period ahead will be about the same or may 
increase. Short-run expectafiohs of price-cost-sales govern the volume of 
output of consumer goods arid ixiany raw materials; long-run expectations 
govern production of capit;di expectations of the indh 
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' vidual producers, relating to the prospective demand-price -cost relationships 
for each product or line of products, determine the level of national output 
in the period ahead. That is, tlie aggregate supply, or national output, is 
the sum total of individual producers’ outputs; and the latter in turn depend 
upon the particular market relationships which have been described. 

The aggregate demand for the national output is also the sum total of the 
demands of consumers, investors, and government. Individual demand has 
been analyzed on the basis of preferences, prices, and incomes. Thus 
aggregate demand is derived from the innumerable particular demands, 
just as aggregate supply is made up of particular supplies. At any given time 
the market demands, market supplies, and market prices determine the size 
and composition of the national output. And the expectations of market 
demands, market prices, and costs govern the future level of national output, 
income, and employment, as well as the composition of this output and the 
allocation of economic resources. 


CHAPTER 17 

The Prices of Productive Services 


Producti\^e services are the services of persons and property used in the 
production of the national output. Productive services ate those services 
which are demanded because they contribute to the output of commodities 
and services. All productive services can be classified into the services of 
the four factors of f^roduction: land and other natural resources, labor, 
capital, and enterprise. 

The necessity for separate and extended consideration of the pricing of 
productive services arises from the nature of modern society. In a primitive 
economy in which people depend upon hunting and fishing for a living, 
the output of services is directly connected with the wants of the people 
performing the services. If a person , wants' fish he goes fishing, and thereby 
performs the productive ^seiwice^ to', ''satisfy ,his want. In an expanded indus-" 
trial society, on tlie other hand; the'- .relationship* between wants- and pro- 
ductive services is almost hl'wa5rs'''ln'direct In- a money economy consumer 
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wants are reflected through demands, i.e., how much people are willing to 
pay for particular commodities and services. Productive services are still 
another step removed from the satisfaction of wants because the demands 
for these services are made by producers, who will use them to produce 
commodities and services for consumers. 

In the previous analysis of the pricing of consumer goods two basic 
assumptions were necessary. It was assumed, first, that people had incomes 
to spend, otherwise there could have been no effective demand. Second, 
it was assumed that the influence of factor prices on producer costs was 
given. But incomes and factor prices are not determined independently of 
each other. Incomes, costs, and the prices of productive services are linked 
together and mutually determined. Consider, for instance, one kind of pro- 
ductive service-labor. When wages are determined (other things being 
known) not only the cost of labor services to producers will be determined 
but also the incomes of workers. 

NATURE OF DEMAND FOR PRODUCTIVE SERVICES 

Demands for consumer goodsA are demands for goods wanted for 
personal consumption (bread to eat, pictures to look at). Demands of this 
kind are not equivalent to, for example, a demand for scrap iron. Scrap iron 
is demanded not for the purpose of satisfying any personal want of the 
person making the demand; the scrap dealer does not want to wear or other- 
wise use tire scrap iron himself. The scrap dealer wants scrap iron because he 
can sell it to a steelmaker. The steelmaker demands scrap iron because it is 
requued in varying proportions to make good steel and because it usually 
lowers costs to mix scrap with pig iron in charging his furnaces. For 
each demand for productive services, such as for the services of scrap iron 
or of steel workers, there is no direct connection between demand and want 
satisfaction. 

There is, however, an indirect connection between the demands for pro- 
ductive services and demands for consumer goods which is easily per- 
ceived. The steelmaker demands scrap iron, labor, and many other things 
to make steel because its production and sale provides him with income. 
The buyer of steel may be an automobile manufacturer, who requires steel 
and other services to make automobiles, wliich will finally be bought by 
consumers. Thus, despite the- intervening factors of time and processing, 
productive services are demanded because people demand (or are expected 
to demand), consumer ;goods y^hich require productive services for their 
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manufacture, sale, and delivery. The demands for productive services are 
therefore teimed derived demands, because they are derived from the de- 
mands for consumer goods into which they enter, either directly or indirectly. 

A further distinction must be made in the use of the terms consumer goods 
and productive services. The term economic good is considered to include 
both commodities and services, e.g., shoes and shoeshining, bread and the 
serving of bread at restaurants, etc. Strictly speaking, the demand for goods 
for personal consumption is always a demand for the services which are 
expected to be derived from these goods. A person does not demand bread 
as such, but rather the service which bread performs in satisfying his 
appetite; not shoes, but the services of shoes. But since the usage of the 
term consumer goods is so general it is retained here. 

In the definition of ‘productive services,’' however, it is preferable for 
several reasons to stress the function of services. First, productive services 
include labor services, which even in noneconomic language are identified 
as “services.’’ Second, it is preferable to stress productive services to em- 
phasize that a thing is wanted for what it does, e.g., machinery, fixtures, 
store space, and otlier capital facilities. Third, productive services often 
involve commodities used in production which are indivisible or “lumpy,” 
i.e., which exist only in certain sizes. Thus, by concentrating upon the 
service aspect of indivisible commodities used in pi'oduction, it is possible 
to conceive of their services as small units which more easily lend themselves 
to demand and supply analysis. 

The major difference between demands for consumer goods and demands 
for productive services is a subtle one, and the failure to perceive the 
distinction usually makes the man in the street a poor economist. In some 
of the previous discussion, the demand, supply, and price of a particular 
commodity were regarded in an isolated context apart from other cona- 
modities and their prices. The demand and supply schedules of other goods 
are affected by the price of a particular good, but these effects are generally 
observable only in cases of substitute and complementary goods. 

When the demand for productive services of certain kinds is considered, 
however, it is often dangerous to ignore the relationship between one 
demand or price and another. People are accustomed to think of the 
demand for labor services in the same teiins as they think of the demand 
for strawberries, hats, or some other familiar item. It is a serious mistake 
to assume, for instance, that the demand for labor services in the United 
States is unaffected by the prices of the services of capital, or by the 
prices of these same labor services, or by the prices of labor services some- 
where else in the world. The demand for labor services in the United States 
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is not independent of these prices, because the wage rates of labor at home 
and abroad and the return to capital both directly affect the level of national 
income; the level of national income in turn affects the demand for con- 
sumer goods, which in turn affects the demand for labor services in highly 
important and often unpredictable ways. For example, if the prices which 
might be paid for labor services are important quantitatively in their effect 
on the national income, a demand schedule for such a service cannot be 
drawn up. This is true because the establishment of any price for the 
service will determine wages and therefore influence national income. A 
change in national income in turn will change the entire schedule of prices 
and amounts in any schedule that might be drawn up. Although this prob- 
lem is not peculiar to the demand for productive services, it is far more 
important in this field than in the field of consumer goods. 


CLASSIFICATION OF PRODUCTIVE SERVICES 

The classification of productive services which is closest to the experience 
of businessmen is that classification based upon costs. Since costs are de- 
pendent upon the prices of productive services it is profitable to examine 
tlie type of cost classification used by most businessmen. Accountants in 
their day-to-day work are required to record items of cost which can be 
charged to the products produced in order to determine whether a .business 
or a portion of it is operating at a profit or at a loss. In general, costs are 
classified according to whether or not they can be traced dhectly to the 
production of a particular commodity.^ 

Consider, for instance, the production of a type of chairs by a furniture 
factory producing several kinds of furniture. It is possible to determine 
the amount of wood, glue, screws, lacquer, and other materials required 
per chair, i.e., the cost of materials directly embodied in a chair. It is also 
possible, by observing the amount of labor directly expended in machining 
the parts and assembling them, to determine the cost of labor required to 
make a chair. There are, however, other costs of producing chairs than 
materials and labor directly applied to their manufacture. There is the 
original construction cost of the factory building and the cost of maintaining 
it; there is the original cost of the machines and the cost of repairing tliem; 
there is the cost of power, of foremen to supervise operations, of officers to 
run the company, of salesmen to obtain orders, of accountants to keep books 

classification hw.is different from that contained in Chap. 14 

' ; because ^ the purpose .of th^anslIyMs' 'is- different- -• 
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and estimate costs, of clerks to prepare invoices, and of stenographers to 
handle correspondence. 

A breakdown of the costs of making chairs would look something like 
'.this: ' 

A. Direct Costs 

1. Materials: costs of wood, glue, paints and varnishes, etc. 

2. Direct labor: wages of operators of saws, lathes, shapers, etc. 

B. Indirect Costs 

1. Indirect labor: wages and salaries of foremen, maintenance men, 
machine setup men, etc. 

2. Factory burden: costs of power, heat, light, repair parts, depre- 
ciation, supplies, insurance, property taxes 

C. Overhead (general, administrative and selling costs) 

1. Allocation of executive salaries, wages of general office labor, costs 
of office supplies 

2. Allocation of salesmen's salaries, advertising expense 

3. Allocation of interest, bad debts, general business taxes 

In this classification the costs of making chairs are arranged primarily in 
terms of the ease with which the diflEerent types of productive services can 
be allocated to the manufacture of a particular type of chair. Costs for 
wood, glue, and finishing materials (A.1) can be estimated with a high 
degree of accuracy; labor costs for men who work directly on the specific 
type of chair (A.2) can also be estimated with a fair degree of accuracy 
under the conditions prevailing during any single period. The problem of 
deteimiiiing the costs of supervision, repairs, and maintenance attributable 
to the production of a given type of chair is somewhat more difficult. A 
foreman may spend part of his time supervising workers making one kind 
of chair, part in supervising other workers, and part in filling out requisi- 
tions and maintaining records common to the production of all the chairs 
made in the department This condition is true of all indirect labor costs 
(B.l). It is also difficult to determine just how much of the heat, light, 
power, supplies, insurance, taxes, etc. (B.2), should be charged against a 
particular commodity. 

Taking the chair department as a whole, however, it is possible to deter- 
mine total cost of indirect labor and factory burden on the basis of past 
experience. This total cost can then be allocated to each type of chair in 
proportion to the number produced, direct labor per chair, or some other 
reasonable basis.^^P/ffie. estimates made carefully, fpr any 'given period 


386 


PRICES AND THE ALLOCATION OF RESOURCES 


of production, the sum of the unit indirect costs will equal the total indirect 
costs of chair manufacture. 

The costs of overhead (C) are even more difficult to trace specifically to 
the manufacture of a particular kind of chair. The officers of the company 
and their secretaries are concerned daily not only with chairs, but with 
all the other products made by the company. The accounting and sales 
staff are likewise occupied with the whole line of products sold by the 
company. Interest on money borrowed by the company is a general 
charge against the business; it is usually impossible to determine to what 
extent the chair department has benefited from the loan. Bad debts 
arise from failure of customers to pay bills for chairs and for other products, 
all of which may have been included in the same account. Real-estate taxes 
apply to the business as a whole, of which the chair department is only a 
part 

Productive services, therefore, can be classified by accounting into: 

(A) some which can be traced directly to a specific item of production; 

(B) some which can be traced directly only to a certain class of items; 

(C) some which cannot be traced beyond the business as a whole. By this 

kind of classification a business concern is enabled to make price-cost 

comparisons which are a useful guide in determining business policy. It 
will be noted that this classification does not make a clear-cut distinction 
between fixed and variable costs which was assumed for purposes of 
simplicity in Chapter 14. 

However, this cost-accounting classification of productive services is by no 
means the most desirable for the purpose of analyzing the prices of produc- 
tive services in the entire economy. The wages of the same man or the same 
material may be a direct cost in one firm and overhead cost in another. 
There is nothing in the cost classification which is related to the price-making 
forces which determine the prices of the productive services used in making 
chairs. In order to clarify terms it is necessary to examine the main classi- 
fications used in economic thinking of the past. 

During the latter part of the eighteenth and most of the nineteenth 
centuries, many economists were concerned about the proportion of the 
national income received by the various classes in the society of their time. 
Being concerned with incomes of classes, they logically used a classification 
of productive services based upon the social classes in English society 
furnishing the productive service. Laborers (the ^lower class"") received 
wages for their services; landowners (the ^ upper class"") received rent for 
the services provided by. their :ltod, and capitalists (the 'middle class"") 
received profits for theff ser^ces and the services of their capital A division 
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of the national income among workers, landowners, and capitalists seemed 
to corresjgond well with recognizable groups of income-receivers in the 
more industrialized countries during the period. It became customaiy to 
regard "land,’’ "labor,” and "capital” as the factors responsible for the 
production of all goods and services, and to consider the total product or 
income to be divided among the owners of these "factors of production.” 

In the nineteenth century the classification of the factors was revised to 
include not only the group of people who supply capital but also the group 
who undertook to bring it together with labor, land, and materials to pro- 
duce goods. The entrepreneur (enterpriser), a person wlicr organized and 
co-ordinated and directed these factors, was distinguished as a fourth factor. 
Since new goods were constantly being discovered, produced, and offered 
for sale, and since the structure and level of demands were always changing, 
the entrepreneur emerged during the nineteenth century as a kind of hero 
in tlie play of economic forces. It was he who foresaw the opportunity to 
develop or expand markets, calculated the risks, and plunged in to capitalize 
on the possibility of turning an honest dollar.^ If all went well, he could 
pay off his creditors and make a sizable "profit” for his trouble; if his 
calculations were faulty, he paid off his labor, lost his shirt to his creditors, 
and received nothing or went into debt for his time and trouble. Thus, the 
classification of "factors of production” was expanded to include, in addition 
to land, labor, and capital, the entrepreneur, whose income consisted of 
"profits”, ■' '' 

To this day it has been customaiy to follow, if with many refinements, 
the classification of productive factors or economic resources which had its 
origin in the eighteenth and nineteenth centuries. "Land” has come to be 
recognized as a leading species of a large genus-factors in fixed supply; 
and "capital” is no longer furnished solely by "capitalists” as the term is now 
understood. Even the term entrepreneurship wm detached from a one-man 
"entrepreneur” when it became difficult to identify the person who could 
be called the entrepreneur in such corporate giants as the United States 
Steel Corporation and General Motors; the emphasis is now placed upon a 
function rather than a person. However, it is still true that the term used 
to describe each of the factors of production encompasses a class of pro- 
ductive services subject to about the same price-making forces. Each factor 
is distinguished from the other because the forces which determine its price 
are different from the forces determining the prices of the other factors. 

Thus, returning to the classification of services based upon business costs, 

s See Chap. 7, pp. 166-72, for a further discussion of the role of enterprise. 
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it is obvious that the business-cost classification can be broken down into 
tliese four factors. Materials can be reduced, by following them back to 
their own sources of supply, to a combination of some or all of the four 
factors. The same breakdown can be applied to every item which is pur- 
chased by the firm, such as insurance, power, supplies, and advertising. 
Even tax payments can be broken down into a payment for labor, capital, 
and land made by the government. Depreciation and interest represent 
costs of capital, and bad debts represent a negative profit, or loss, to the 
entrepreneur. The services of land, labor, capital, and entrepreneurship 
(or enterprise) are therefore the four classes of productive services which 
are used in price analysis in this book. 


RELATION OF PRICES OF PRODUCTIVE SERVICES TO INCOME 


Consider the relationship between the prices of productive services and 
the incomes of owners of productive services. The prices of labor services 
may be expressed as certain amounts per hour; these rates multiplied by 
the number of hours worked at each rate during the year will equal the 
total annual income from labor services for an individual worker. The sum 
of the labor income of every individual performing labor services will 
obviously be the total income from labor services for the year. The same 
process can be applied to interest, rent, and profit.^ 

If the payments made by any business unit are examined, it is found that 
certain payments are made directly for productive services and certain are 
for materials and services furnished by other business units. It is obvious 
that the direct payments for productive services are counted in reckoning 
up the total national income, but what of the payments made to other firms? 
If these payments are traced to other firms, it is found that part of them are 
paid out directly for productive services and part are paid for materials and 
seivdces supjplied by still other firms, and so on, ad infinitum. Eventually, 
however, all payments will resolve themselves into payments for productive 
services of the four basic types* The sum of the payments for productive 
services is the national income. ■ 

The relationships discussed can be illustrated by Chart 16. 

The four bars labeled Stage I, II, III, and IV represent levels of pro- 
duction, v^hich are conceived to encompass extractive (agriculture, mining, 
forestry, etc.), manufacturing, wholesale, and retail types of business. The 
length of the bars reprasontsi; the factor costs of product at each stage, the 
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cost (value) being made up of both payments to factors for productive 
services aod pa 5 Tnents to producers in a preceding stage. Included in pay- 
ments to the factors is the income credited to the accounts of owners of the 
factors (though not necessarily paid to the owners). Beginning with Stage I, 
which is assumed to consist simply of combining productive services to 
produce products, payments equal to 40 billion dollars are made to suppliers 
of productive services or to their accounts, the same amount being realized 
from the sale of the products to the next succeeding stage. Stage 11 adds 
70 billion dollars more in payments to productive services, and sells products 
for 110 billion dollars to Stage III. Stage III adds 20 billion dollars in 
payments to productive services, selling the output for 130 billion dollars. 
In Stage IV, the products finally reach finished form and are sold to con- 
sumers. After the addition of 37 bilHon dollars more in payments for pro- 
ductive services, the total value of final output (net) is 167 billion dollars. 
From this analysis the following statements may be made: 


1. Pa 5 Tnents for productive services total 167 billion dollars (40 plus 70, 
plus 20, plus 37). This is obviously the income of society, since all 
other payments— totaling 280 billion dollars— are simply transfers from 
one stage to another. The 280 biUion-dollar figure plus the 167 billion 
dollars of income payments represent the total value of transactions 


in the economy. 

2. At each stage factor costs are covered, since each stage receives an 
amount at least equal to its payments for productive services and 
payments to other stages. 

Chart 16 PRODUCTIVE SERVICES AND NATIONAL INCOME 


STAGE I 

EXTRACTIVE 


PRODUCTIVE SERVICES 
INCOME EARNED 


cofmoDims purchased pRODuaivE services 

FROM STAGE 1 INCOME EARNED 


FIGURES m BILUONS OF DOLLARS 


STAGE n 


PRODUCTIVE SEStVICES 

COMMODITIES PURCHASED FROM STAGE II INCOME EARNED 


STAGE IV 

RETAILING 


COMMODITIES PURCHASED FROM STAGE 111 


PRODUaiVE SERVICES . 
INCOME EARNED ' 


I 
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The sum of the payments, for productive services is the national income; 
as shown in Chapter 4, these incomes or factor costs are the principal costs 
of producing gross national output. When indirect business taxes and depre- 
ciation costs are added to factor costs the total equals gross national output. 

DEFINITIONS OF FACTORS OF PRODUCTION AND THEIR PRICES 

The description of sources of productive services in terms of labor, land, 
capital, and enterprise has been adhered to by many generations of 
economists because it contains the elements of a classification useful for 
determining the prices of productive services. If land, labor, capital, and 
enterprise are considered in terms of their supply characteristics, rather than 
in terms of the social classes with which they are or were associated, this 
classification of productive services is useful for price analysis. 

Land, the principal natural resource, and rent were the chief subjects of 
concern to economists of the first half of the nineteenth century, particularly 
in England. The condition of the working people at this time was generally 
close to subsistence. It was obvious that while population could increase 
rapidly, the amount of land was physically limited and could not be 
increased (or decreased) to any appreciable extent. Land yielded very large 
returns to landowners because of its scarcity. 

Obviously, many resources used in production have supply characteristics 
like land. For instance, during World War II automobiles had the supply 
characteristics of land: the supply could not be increased. When demand 
rose, as it did most markedly, the price of used cars skyrocketed without 
bringing forth new automobiles. Similarly, sendees of the most popular 
movie stars at any time are strictly limited and the price paid for their 
services is enormous. The impression should not arise, however, that services 
characterized by fixed supply always command high prices. During any 
short period of time, a fixed supply may also result in extremely depressed 
prices. When, as was true for many years, so much textile-mill capacity 
existed that a large portion of it was not needed to supply the market, the 
prices of textiles were kept at generally unprofitable levels because many 
producers were willing to sell textiles at prices which allowed no return at 
all on their equipment. The same condition prevailed in many industries in 
the United States and in other countries after the depression beginning in 

It is necessary to define land in ternis of its supply characteristics for the 
problem under consideration. Thus, land must be defined as a natural 
resource which iSy for a period under consideration, fixed in supply. The 
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price of its services is called rent. However, when other resources are in a 
state of fixed supply, their prices are called quasi-rents, to indicate that the 
price analysis applicable to land also applies to them. Plants, machinery, 
and even certain labor services are in fixed supply under certain condi- 
tions; the analysis of the pricing of their services, therefore, parallels the 
analysis of rent On the other hand, natural resources under certain con- 
ditions must be regarded as if they were capital because their supply is 
subject to change. In the long run, land is the only factor in fixed supply; 
in the short run, many factors may be in fixed supply. 

The services of persons must be regarded in a separate category because 
human beings in a civilized society are by law free and cannot be owned.^ 
The right of free persons to withhold their services and to enter the occupa- 
tions of their choosing, and the inability of any person to impose involuntary 
servitude upon another, distinguish the services of human beings from 
the services of any other factor of production; thus, a separate analysis 
of labor services and the payment for them, principally wages, is required. 
Labor services are services of human beings performed to obtain a stated 
reward which consists of something besides the performing of the services 
itself. Or, as some witers state it, labor is human efort exerted for gain. 
The stated rewards, or prices, for which services are rendered are wages 
and salaries. At this point, all salaries and wages are grouped into one class: 
wages. 

Mere expenditure of eft’ort is not ‘labor.’^ Many people make great 
exertions in playing golf for pleasurOj jn working for the success of a church 
bazaar, or in tiying to get elected to a nonsalaried political office. Such 
activity is not labor in the economic sense of the term because it is not 
performed for a stated reward. Labor services are services offered for a 
price; if the service commands no price, it is outside the realm of this 
discussion (except insofar as it indirectly affects prices for labor services, as 
when amateur entertainers throw professionals out of work). If all or part 
of the reward for the service is contingent upon the success of the under- 
taking, i.e., if it is in effect a profit-sharing arrangement without a stated 
reward, then all or part of tlie servdce ought properly to be considered under 
enterprise. The common-sense meaning of the term labor will suffice in 
economic discussion. 

The term capital has a great variety of meanings, virtually all of which, 
are correct when considered in proper context. One reads of the “capital” 

® If slavery were the accepted practice, labor services might be considered in the 
short run to be similar to the services of land, and in the bng run to be similar to the 
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of a firm, of 'capital stock” of a corporation, of the struggle between labor 
and 'capital,” of the necessity for "capital” to start a business, o£ borrowed 
"capital” and of "capital” derived from reinvested earnings, of fixed and 
circulating "capital,” of money and real "capital.” 

Perhaps the most widely held notion of capital is that it is money. By this 
test, countries which had the greatest amount of money outstanding during 
the wartime inflation, such as China, should have had the greatest capital 
In such countries, however, the amount of capital facilities was very small 
Money in itself should not be considered as capital 

The concern here is with capital as a source of productive services, and 
with the price paid for such services. Machinery, plants, and other types of 
capital facilities discussed earlier, and stocks of materials and finished goods 
are required to carry on most businesses. The services of goods which are, 
for the problem under consideration, durable but exhaustible are the 
services of capital goods. The services of capital (goods) are distinguished 
from the services of land by the fact that the amount of capital services 
is exhaustible (and presumably must be constantly replenished) whereas 
the amount of land is fixed. The following discussion will be concerned 
with the effects of the prices of capital services upon their supply. 

Capital goods consist of plants, machinery, buildings, improvements, 
tools, and stocks of finished and unfinished goods.® Such goods yield their 
services only over a period of time; it requires time not only to derive all 
the service from buildings, machinery, and the like, but also to manufac- 
ture raw materials or to sell stocks jof finished goods. Since in a modern 
economy money must be invested in capital goods, it is necessary that 
loans be advanced to obtain their services. Loans are usually advanced in 
terms of money, or they can be valued in terms of money. The price paid 
for loans (and thus for the services of capital goods) is interest, A compli- 
cation arising from the fact that almost all money loans bear interest, 
whether they are devoted to production or consumption, will be discussed 
later. 

AMiough the price paid for capital services is interest, the total return 
paid to capital is not. The essence of capital is that it is exhaustible; there- 
fore, if the owner of capital is not to become gradually impoverished he 
must "maintain” his capital If, for instance, a man invests $100,000 in 
capital facilities and expects to maintain his holdings over the years, the 
business must return to him not only an annual interest on his investment 
but also an earned anibunt over and above this annual interest to repay 
the amount he to lnvesited;:’^ from "profit” the business must 

® See the par tialTist pp. ‘ : V ^ ’ , ■ ' 
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earn enough to return his $100,000 before the income-earning power of the 
business is exhausted. It is for this reason that depreciation charges are 
made against income (though they are not always earned), and a sinking 
fund or other reserve is set up against long-term borrowing." Similarly, 
the fertility of the soil is a part of the farmer s capital, and also in a sense 
part of the nation’s capital; if it is not conserved both farmers and the 
nation as a whole may become poorer. 

The nature of enterprise or entrepreneurship has already been indicated. 
Entrepreneurml services consist of directing mid co-ordinating other pro- 
ductive services for the purpose of realizing a profit— a return over and 
above the costs of all the other productive services and the depreciation of 
capital. Like labor services, entrepreneurial services are supplied by human 
beings who ai'e themselves free. Unlike labor services, these services are 
undertaken without promise of definite payment, and unlike the provision 
of labor services, the provision of entrepreneurial services may actually 
yield a negative return, i.e., entrepreneurs may actually be money out of 
pocket after expending effort. 

Enti'epreneurs can exist only in . a dynamic economy, one in which un- 
expected changes occur. If economic life were static, and economic activ- 
ity consisted of repeating without change established processes, the func- 
tion of co-ordinating productive services would be ingrained in regulatory 
institutions and in the individual, social, and political habits of the people. 
Economic life would be reduced to routine, and there would be no occa- 
sion for any producer to adapt himself to change or to seize upon a new 
opportunity. In an economy of unpredictable change, characterized by the 
development of new products, new techniques, and new markets, the 
services of enterprise perform the tasks of directing other productive serv- 
ices into new lines of activity. For performing this function successfully, 
entrepreneurs earn profits, and for failing to perform it successfully, they 
suffer losses. . 

The price of entrepreneurial services is called profit; unlike all other 
prices, this price can be either positive or negative. The supply of entre- 
preneurial services, it will he found, is markedly influenced by the level of 
profits, which acts not only as a governor for the supply of such services 
but also, in a competitive economy, as a governor for the prices of goods. 
If profits in any line are high, the amount, of entrepreneurial service de- 

7 This point has been elaborated in connection, with the annual production of capital 
facilities, ie., the.need to replace capital used up in the production of national output 
See Chaps. 4 and 5. \ -/ ■ , v ^ 
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voted to that line is likely to increase, and when it does, the supply of goods 
in that line is likely to increase with a consequent reduction in prices. 

To classify productive services into four main classes—the services of 
land, labor, capital, and entrepreneurs— is to give them their widest inter- 
pretation in relation to their common characteristics. Obviously, all land 
is not identical, nor is all labor or capital, and probably no two entrepre- 
neurs are ever exactly alike. The problem of pricing productive services 
is often that of pricing many types of services which fall within one of the 
four general classes. Because the sources of productive services are numer- 
ous and varied, the term agents of production is used to indicate the multi- 
plicity of specialized sources. Once the principles of pricing the four major 
classes are understood, they can be applied easily to the problems of any 
sub-classification. Thus, once it is known how the services of land are 
priced, the same principles can be applied to rural land and urban land, 
to farms in Iowa and to building lots in New York City. 

THE MARGINAL PRODUCTIVITY THEORY 

It has already been noted that many generations of economists were 
concerned with the prices of productive services because of their interest 
in the share of the income which was distributed to broad classes of people 
—workers, landowners, and capitalists. The distribution of income among 
persons depends not only upon the prices of productive services but also 
upon the ownership of sources of productive services by private persons. 
A wage earner may be rich, for instance, because he owns capital as well 
as because he has control over his own services. The distribution of income 
among persons, therefore, is a subject which can be considered only after 
the pricing of productive services has been determined. For this reason it 
will be discussed later.® 

To understand what forces determine the rate of pay of particular types 
of labor in particular areas and the earnings of capital in specific industries 
in an area, one would have to examine all the circumstances which might 
affect the prices of such productive services. Nevertheless, certain princi- 
ples can be applied which at least explain the nature of these forces. Funda- 
mentally, these principles are simply an .elaboration and refinement of the 
supply-demand analysis already given in previous chapters. 

The theory which is commonly used to obtain a general explanation of 
the pricing of productive services is called the marginal productivity theory. 
Although, like all theories, this one is valid only if certain simplifying 
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conditions are assumed, it nevertheless illustrates the operation of powerful 
forces at work in the present-day economic system. To avoid confusion and 
particularly to avoid misapplications of the theory (some of which will be 
illustrated later) the simplifying conditions should be kept in mind. With- 
out such simplifying conditions, which are like the rigid controls applied 
in laboratory experiments, the discussion would be extremely complicated 
and the reader would become lost in a welter of exceptions and qualifi- 
cations. . 

1. It is assumed that entrepreneurs seek always and in every way to 
maximize profit 

2. It is assumed that technology remains unchanged, 

3. It is assumed that the sources of productive services are limited and 
constant in quantity. 

4. It is assumed that the tastes and incomes of people are constant. 

5. It is assumed that pure competition prevails in the market for both 
consumer goods and productive services. 

It is further assumed that people know where they can buy or sell 
goods at the best prices, an(^ all buyers and sellers of productive serv- 
ices know the prices paid for such services and each seeks the most 
advantageous price. There is complete mobility of both goods and 
sources of productive services. 

Under these conditions, the demand for productive services by a given 
firm may be analyzed. It will do little violence to die facts to consider that 
technology is such that it is possible to produce a given product by means 
of various combinations of productive services. The product may, for 
example, be produced with much labor and little capital, or little labor 
and much capital. Airport building by thousands of peasant farmers using 
hand tools in China, and the same construction by use of modern machinery ’ 
in the United States, represent widely varying combinations of labor and 
machinery, although the differences in cost may be small. What combination 
of productive services is the most economical? 

A relatively simple type of business, a parking lot for cars in a city, will 
illustrate how a combination is selected. The product is parking space for 
automobiles; the parking rates are given and the rate of pay of helpers 
is also given. The parking-lot operator must determine how many man- 
hours per week he should hire to conduct his business; i.e., how much labor 
to use in combination with his land and his. own services as entrepreneur. 

By attempting to run the business alone, the operator is faced by several 
contingencies if the lot is to be open from 8 a.m. to 12 p.m. on weekdays— 
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or 96 liours per week—and if he himself does not care to work more than " 
72 hours. Some people park for nothing when he is absent; paany park 
haphazardly because of lack of direction and therefore waste space; some 
people leave their cars locked and so block the exit of other cars; finally, 
the lot will gain a reputation for being unsafe for lack of constant super- 
vision. Realizing this, the operator considers hiring attendants, who are 
assumed to be available for as little as 8 hours" work per week. 

If he adds 8 hours of help per week to his own 72 hours, he can collect 
from patrons faster during the rush period and direct some of the parking 
at that time. He still cannot keep the lot fully supervised, however, and 
will still lose some collections during the unsupervised period. If he hires 
a second 8 hours of help, he can institute better control over parking during 
the busy period and lessen the unsupervised period, thereby increasing 
both his volume of business and his collections. A third 8 hours of help 
either would permit supervision of the lot at all times or would allow still 
better direction of parking during the rush period; either improvement 
will add to his receipts. A fourth 8 hours of help would clearly permit con- 
tinuous supervision, and would permit two or three men to direct parking 
during the busiest periods. By progressive increases in the amount of help 
employed both supervision and direction of parking would be improved, 
so that an eighth 8-hours unit, for example, would permit such added serv- 
ice as delivering cars to the driveway for people. At some point, however, 
the addition of extra help will add nothing more to the business receipts 
and, because of confusion and inattention among the excess number of 
employees, the business may eventually suffer. Suppose this condition re- 
sults after the ninth 8 hours of help is added. 

It can be seen in Table 43 that the increase of business receipts derived 
from adding help is greater per unit for the first few 8-hour periods than 
for the later periods. 

The addition to the total product resulting from the addition of a unit 
of labor service is teimed the marginal product of labor. The marginal 
product is measured in physical terms, not in value. The marghml physical 
product multiplied by the price of the product is called the value of the 
marginal product. The value of marginal product decreases as more help 
is hired for the reasons which have been described. Eventually, when addi- 
tional help can add ho more service which will increase the volume of 
business, the value of the ihargmal product falls to nothing (at the hiring 
of the ninth 8 hours of belp)i At an indeterminate point beyond this, (X 8 

it- ^ J 1 
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Table 43 RETURNS FROM HIRING HELP AT A PARKING LOT 



2. Number of 

3. Total 

4. Addition to 
total receipts 

5. Receipts per 

8 hrs. per man 


S-hr. units 

weekly 

(value of 

(value of 

1. Units of work 

worked 

receipts 

marginal product) 

average product) 

Owner works alone 72 hrs. 

' per week ■ 

9 

$120 

; 

$13,33 

With Isf 8 hrs. of help 

10 

170 

$50 

17.00 

With 2nd 8 hrs. of help 

11 

210 

40 

19.09 

With 3rd 8 hrs. of help 

12 

245 

35 

20.42 

With 4th 8 hrs. of help 

13 

275 

30 

21.15 

With. 5th 8 hrs. of help 

14 

300 

25 

21.43 

With 6th 8 hrs. of help 

15 

310 

10 

20.67 

With 7th 8 hrs. of help 

16 

316 

6 

19.75 

With 8th 8 hrs. of help 

17 

320 

4 

18.82 

With 9th 8 hrs, of help 

18 

320 

0 

17.78 

With Xth hrs. of help 

— 

315 

-5 

■■ — ’ ' , ' 


The value of the average product is found by dividing total receipts by 
the number of units of labor serviee. It rises with the addition of more 
labor until the marginal product is less than the average product 

This example illustrates a force which is always at work in all forms of 
production: the law of dhniriishing returm,^^^M^ be stated generally as 
follows: when additional amounts of one factor (or agent) of production are 
used in combination with a fixed amount of the other factors of production, 
the marginal and average products of the factor (or agent) being added to 
the combination will eventually falL In the example, labor was added to a 
fixed amount of land and enti'epreneurship. The marginal product, it will 
be noted, falls at once, although close examination of the example will 
show that during some ]part of the range from one to nine 8-hour units 
worked the marginal product must have risen. The average product in the 
example first rises and then, after 14 units of work per week, falls. The 
point at which the average product begins to fall is the point of diminishing 
average returns. The point at w^hich the marginal product begins to fall is 
the point of diminishing marginal product or return. Although the law of 
diminishing returns relates to the decline of physical returns or product as 
units of productive service increase, it can be illustrated in terms of value 
(as in the example). 

The law of diminishing returns can be illustrated geometrically, as in 
Chart 17.- The vertical axis measu^ef .the product in physical units resulting 
from the use of quantises of one type of productive service (meas- 
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ured on the horizontal axis) with a fixed quantity of all other services. The 
product may be imagined to be parking space for automobiles im a parking 
lot of such size that increases in the product and of the variable service are 
infinitesimally small; thus changes in amount of product can be represented 
by smooth curves. Product in this example is measured in value terms. 

The total-product curve shows the amount of the total product produced 
by varying the amounts of one type of productive service used with a fixed 
amount of the other services. The average-product curve is derived by 
dividing the total product by the number of units of variable service, e.g., 
it shows the output per man. The marginal-product curve shows the rate 
of change in the total-product curve, i.e., the change in the total product 
per infinitesimal change in the variable service used. 

So long as the total product increases at an accelerated rate, the mar- 
ginal-product curve rises. When the total-product curve rises at a progres- 
sively slower pace, this means that the marginal-product curve is falling. 
When the total-product curve begins to fall, the marginal product becomes 
negative. The entrepreneur will never operate beyond this point, because 
to add variable service at this point, even if it were free, would reduce his 
total product. Neither would he limit his operations at the point of maximum 
marginal product (under pure competition), because the return per unit of 
variable service can be increased beyond this. The entrepreneur will add 
labor up to the point at which the value of the marginal product is about 
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equal to the wage. This is nearly always past the highest point on the mar- 
ginal product curve, but short of the point of zero marginal product 

It may be noted that the average- and marginal-product curves have 
similar shape and bear the same relationship to each other as the average 
and marginal cost curves in Chart 12. There is, of course, a mathematical 
relationship between product and cost. If average product per unit of 
variable service is high, average cost must be low, and vice versa. In fact, 
the average variable cost is simply the average product divided into the 
price per unit of the variable service. The marginal cost is simply the mar- 
ginal product divided into the price per unit of variable service. For ex- 
ample, if the price of the variable service is $5 and the marginal product 
is 10 units, the marginal cost is 50 cents; if the product is 5 units, the mar- 
ginal cost is $1, and so on. In the subsequent discussion the significant 
concept is the marginal products of productive services and the tendency 
for the marginal products eventually to diminish as units of productive 
services are increased. 

Demand for Productive Services 

A basis for the demand for productive services has now been established. 
Beyond the point of diminishing marginal returns, a producer would be 
willing to pay more per unit for small quantities of productive sei*vices 
tlian for large, because the smaller quantity is worth more per unit to him. 
In the parking lot illustration, since the "first eight hours of help add $50 
per week to receipts, it would pay to hire a person if he will work ‘eight 
hours for less than $50. If parking lot help can be hired for $5, it would 
then pay to hire up to eight eight-hour units of help, since the seventh 
unit hired adds $6 to total receipts and costs only $5. The operator is in- 
different toward employing the eighth unit of help because it would add 
only $5 to receipts while the added cost remains at $5. 

The schedule showing the value of the marginal product is in fact a 
demand schedule of the individual firm for labor service, showing that 
more would be liired at lower than at higher wage rates so far as the firm is 
concerned. The reason for the willingness to hire more labor at lower than 
at higher wages is to be found, then, in the operation of the law o£ dimin- 
ishing returns. ^ 

Obviously, there is some combination of labor with the other co-operat- 
ing factors which is most advantageous to the firm. This combination under 
pure competition is beyond the point pf diminishing returns for additions 
of labor to the combination, because any firm would employ additional 
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labor at a constant additional expense per unit to itself if in so doing it 
could constantly increase the marginal physical product and^ therefore 
(remembering that the price of the product is constant), the value of the 
marginal product. What, in general terms, is the most economical combina- 
tion of productive services? 

In employing productive services, the film adds units of service of any 
given type to die combination so long as it pays to do so; so long as 
the marginal product resulting from the addition of labor, for example, 
sells for more than the cost of the additional labor, it pays to add labor 
to the combination because by doing so total cost is increased less than 
total revenue. Diminishing returns being in operation, the marginal product 
of labor declines as more and more units are added to . the combination 
until it equals tlie price of the productive service, at which point it is no 
longer profitable to add additional labor. All competitive firms, under the 
conditions assumed here, follow the rule of equating tlie value of the 
marginal product of a productive service with its price because it pays 
to do so.^ 

It was assumed that a fixed quantity of the other types of productive 
services already existed in the combination (a given amount of land and 
enterprise in the parking lot). It might be possible, however, to modify the 
proportion of all factors used in a combination. To a certain extent, labor 
can be substituted for land by increasing the amount of work applied per 
unit of land. Labor can be substituted for enterprise by spreading the 
entrepreneur s services more thinly. The entrepreneur of a parking lot may 
undertake to set up another lot, for example. 

Productive services are not indefinitely substitutable for each other, be- 
cause as one type of service is substituted for anodier, or increased in rela- 
tion to the others, the law of diminishing returns sets in. There is, there- 
fore, one combination of the different types of pi'oductive services which 
is the optimum^ or least costy combination. Suppose that a unit of labor 
service costs $1 and a unit of capital service costs $2, and that at one stage 
in the combination the marginal products of the two are equal. Clearly, 
this would not be the optimum combination; it will pay to reduce the 
amount of capital services and increase the amount of labor services in the 

V »The principle that the value of the marginal product equals the price of a unit o£ 

productive service is to be understood in terms of infinitesimaily small additions of the 
variable service. If these two quantities were not equal, die entrepreneur would sacrifice 
an infinitesimally small addition to : the difference between his costs and receipts. In 
, ; the same sense that etc.?;rpay equal 2, so additions to the 

. variable service may be said to be made the of die marginal product equals 
' ■ die price of the >ar^>le service. ■ ' ^ ' 
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combination. As this is done^ the marginal product of labor services falls 
' and the marginal product of capital services rises through the operation 
of tlie law of diminishing returns. When the marginal product of capital 
has risen and the marginal product of labor has fallen to a point where 
the latter is one half of the former, it no longer pays to substitute labor 
for capital If the marginal product of capital at this point is 10 units of 
product and the marginal product of labor is 5 units of product, further 
substitution of labor for capital will lower the marginal product of labor 
possibly to 4, and raise the marginal product of capital possibly to 11. 
Spending $2 more on labor will add something less than 8 units to the 
product; the same amount spent on capital will add 11 units to the product. 

The optimum combination of productive services is reached when the 
ratio of the marginal product of one productive service to another is equal 
to the ratio of the prices of the productive services. This rule is general and 
applies in all cases. In the present example, the ratio of the prices of 
productive services is $1:$2. When the ratio of the marginal products is 
1:1, it pays to substitute labor for capital, thereby raising the marginal 
product of capital and lowering that of labor. When the marginal product 
of labor becomes 5 units and that of capital becomes 10 units, a ratio of 1 : 2, 
then the optimum combination is reached, since further substitution results 
in a ratio of 4Vll, or 1:2%. 

The limited substitutability of one kind of productive service for an- 
otlier serves to limit the size of a firm. If all productive services in the com- 
bination could be increased proportionately without increasing the unit cost 
of production, there would be no limit upon the size of tlie firm producing a 
particular product The size of a cotton mill, for instance, might be any- 
thing from a one-loom unit to a million-loom one. The powerful force which 
eliminates this possibility in most industries is that services of at least one 
type cannot be expanded proportionately together with all the others 
without loss in efficiency. This type of service is that of control, or enter- 
prise. As all other services are increased, the problem of controlling them 
becomes more and more difficult, with the result that a point of the most 
economical combination of productive service relative to entrepreneurship 
is reached.^^ 

Prices of Productive Services 

Each firm under pure competition employs various types of productive 
services in such a way as to equate the value of the marginal product with 
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the price of each type of service. When this result is achieved, each firm 
will be in equilibrium so far as its employment is concerned. There is, 
however, a general condition necessary for the equilibrium price of each 
type of productive service, the price which was assumed in the foregoing 
examples. The price of the productive service must be such that it equates 
the total supply and total demand for that productive service. If this con- 
dition is not established, obviously the price of the productive service will 
either rise or fall, and the value of the marginal product of the productive 
service to every firm will no longer be equal to the price of the service. 

As an illustration, assume that the price of a particular type of labor 
service is established at which the total supply exceeds the total demand. 
Granting the other assumptions regarding competition, knowledge, mobility, 
etc,, the following may result: (1) the owners of the unemployed services 
will almost certainly undercut the market, and the purchasers will aid and 
abet the process; (2) to the extent that technological processes permit, finiis 
will not only substitute this type of labor services for other services, but 
also employ additional labor services in conjunction with their present 
combination; (3) the prices of services most competitive with the lower 
priced labor services may in turn be reduced, but the prices of services 
required for co-operation with additional labor services in production will 
be increased; (4) the prices of some products requiring considerable 
amounts of the cheaper services may be reduced, and the prices of other 
products requiring considerable amounts of the co-operating services may 
be raised. Thus equilibrium is achieved only when it no longer pays 
to substitute one type of service for another. Substitution will no longer 
pay when Ae price of each productive service— which equates .total demand 
and total supply— is equal to the value of its marginal product. 

Therefore, the price of a productive service depends upon the total sup- 
ply and total demand of the services, the total demand being determined 
ultimately by the value of the marginal product of the service to all of 
the individual firms employing it. The equilibrium price of a productive 
service is one at which (1) tire value of the marginal product to each firm 
is equal to the price of the productive service, and (2) the price of the pro- 
ductive service is such that demand for it is equal to its supply. 

Limifafions of fhe Marginal Producfivify Theory 

A serious criticism of the marginal productivity theory is that it assumes 
that the combination of the productive services can be varied, when in fact 
technological conditions often prevent variation. In employing men to dig 
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a ditch, for instance, labor must be employed in constant combination “with 
I capital— Qne man, one pick; one man, one shovel. Giving a man an additional 

' pick or shovel will add nothing to the total product; putting two men to work 

I with but one pick to use will add virtually nothing to the total product. In 

I this criticism it is likely that too narrow a view is taken. For a given 

product such as a ditch, a very considerable variation in the combination 
I of the factors is possible, given enough time to change the combination, 

i To increase the proportion of labor, lighter and cheaper picks could be 

used, even to the extent of using sharpened sticks; to increase the propor- 
tion of capital in the combination, pneumatic drills or even mechanical ditch- 
diggers could be used. Uneconomical hand-labor methods were used on 
many work relief projects for the unemployed during the 1930’s to increase 
the use of labor, in much the same manner (though not for the same 
reasons or under the same conditions) that predominantly hand methods ; 

are used in some Asiatic countries. Indeed, under the conditions prevailing 
in such countries, what are considered "'backward” methods are probably 
the most economical. 

For those cases in which technological processes definitely fix the pro- 
j portions of services which must be used, it is still possible to apply the i 

I ‘ marginal productivity analysis. Services which must be used in fixed com- 

bination can be priced as though they were but a single service, and the 
analysis may be carried on in those terms. ' 

Another criticism is that the marginal productivity theory is vitiated or ■ 

made unrealistic by the existence of monopoly and by the absence of ■ 

mobility and knowledge. This type of criticism is aimed not so much at ; 

the theory itself as at its usefulness. There is no doubt that under conditions 
of monopolistic competition, the buyer of productive sersdces does not deter- ; 

mine the value of additional services by multiplying the marginal physical i 

; product by the price of the product. Since additional output is likely to ^ 

I, reduce the unit price of the entire product, the value of additional services | 

i is determined by multixolying the marginal physical product by the revenue 

or receipts added to total receipts by the sale of the marginal physical 
I product. Since the marginal revenue is less than the price of the product 

I of a monopolistic firm, the firm will not employ a productive service costing 

$5 per unit up to the point at which the marginal product sells at $5. In- 
stead, the firm will employ a productive service up to the point at which I 

the marginal product multiplied by the marginal revenue equals the price 
of the productive service. If the buyer of productive services is engaged 
in monopsony or monopsonistic cpnapetition, there will be a similar result. : 

The marginal productivity’ theory' does not- explain prices of productive ,, j 
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services in the absence of pure competition, but it provides a useful start- 
ing point for the analysis of such prices under other conditions. ^ 

The values of the marginal products of productive services may differ 
from their prices when the owners of productive services cannot, from lack 
of knowledge or mobility, supply the services where the value of the mar- 
ginal product is highest, A man may work for 40 cents an hour as a common 
laborer when he might be employed for 75 cents an hour on a semiskilled 
job which is available but not known to him. The interest on mortgage 
loans in Alaska might be 10 per cent but lenders elsewhere may be 
ignorant of this, or may be unable to obtain sufficient knowledge to gauge 
the risks properly. In these cases, the theory indicates merely the probable 
direction of change in the prices of productive services. 

Another criticism of the marginal productivity theory is that it does not 
correspond to the practices of businessmen. It is argued that businessmen 
who have never heard of the ^ value of marginal product/' and who could 
not calculate it if they knew what it was, are nevertheless quite success- 
ful. This criticism is of little consequence. Although businessmen may not 
use the same term to describe the process of calculation which they per- 
form, they do in fact make calculations. When they say, "It just would not 
pay us to hire more men," they have in mind considerations such as those 
discussed. Many of the elements stressed by the theory, such as a variable 
combination of productive services, are obscured in ordinary business prac- 
tice by technological considerations which limit the possibility of varying 
the combination. Machines are designed and factories laid out to produce 
the product with a certain combination of men and machines and factory 
space. A closer approximation to the conditions assumed by the theory is 
found in the planning of a new plant, because in the planning various 
combinations of services must be considered. The plan actually adopted 
is usually thought to be the least cost combination for the type of pro- 
duction contemplated, and it is usually only one of several that will have 
been considered. Although the marginal productivity theory assumes for the 
purposes of analysis a more precise calculation than is ordinarily possible 
in practice, to say that businessmen do not act in the manner presupposed 
by the theory is to say that they are not interested in knowing whether it 
pays to take on or lay off workers, or whether it pays to consider different 
techniques of production using various combinations of productive services 
—that they are not interested in maximizing profits. 

As for the general applicability of the marginal productivity theory, in 
almost every particular situation to which it may be applied it calls atten- 
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tioii to the basic forces at work and the probable directions of change in 
the economy. Without the use of the marginal productivity theory it would 
be difficult to offer a rational explanation of such matters as the differences 
in wages in different countries or different occupations, or the prevalence of 
hand labor in low-wage countries, or the existence of tall buildings in cities, 
or the fact that low-wage countries do not depress the standard of living 
in high-wage countries by oversupplying them with cheap goods. 


CHAPTER 18 

Wages 


The prices paid for the use of personal services in the production of the 
national output are commonly termed wages. For purposes of the present 
analysis, wages include salaries, commissions, fees, as well as wages in the 
usual meaning of the term— hourly, daily, or weekly rates of pay. When 
the word "wage” is used to mean a price, it is always the amount paid per 
unit of service, per piece, per hour, per day, etc. The number of units of 
service performed by a person during a year, multiplied by the appropriate 
rates, determines the annual wage income of the person. Incomes derived 
from "wages and salaries” comprise between 65 and 70 per cent of national 
income. . 

Wages in a broad sense here include some income which is ordinarily 
not regarded as a wage or salary payment. For example, an independent 
storekeeper, or farmer, may not, as the economist does, regard all or part 
of his income as a wage or salary; his income is often called profit. If the 
storekeeper hired himself out as a manager of a store, or if the farmer were 
employed by someone else as a farm manager, their incomes would then 
obviously be in the wage category. When working on their own account 
they earn "wages of management,” which is an amount equal to their 
maximum incomes had they been employed in similar capacities elsewhere. 
This is termed imputed or implicit wages, in contrast to explicit, or direct, 
wages. Although implicit wages are not represented in the usual statistics 
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on wageSj because they cannot be quantitatively estimated, they form a 
type of income important in economic analysis. ^ 

Another distinction of considerable importance for some puiposes is that 
between money wages and real wages, which parallels the distinction made 
earlier between money income and real income. Money wages are simply 
given amounts of money paid per hour, day, week, or on some other basis 
for the use of personal services. Real wages are the purchasing power of 
this amount of money. If prices of all goods bought with wages increase 
10 per cent and money wage rates rise likewise, real wages remain un- 
changed. A change in money wage rates may be accompanied by no change 
in real wages, and vice versa. 

Although the Clayton Act (1914) solemnly declares that 'labor of a 


human being is not a commodity or article of commerce/’ it must be treated 
as such in economics, since tlie general principles which determine the 
prices of the services of inanimate things apply equally to the services of 
labor. In treating labor services as "articles of commerce,” it is not intended 
that the dignity of the individual be impugned, but only that the forces 
which determine wages be made clear. 


EARLIER THEORIES OF WAGES 

Wages, like many other subjects in economics, are still often regarded 
in the light of old theories which have been in part or whole discounted. 
These theories are nevertheless significant for they are, as it were, the in- 
tellectual baggage inherited mostly from the nineteenth century. They 
make possible an understanding of the social attitudes of the past, some 
of which persist to this day. Particularly, they explain the legislation of 
the nineteenth-century reform movements as related to wage questions. 

Malthus s famed subsistence theory is implicit in his Essay on Population, 
published in 1798. Malthus among others held that the level of wages is 
generally determined by the cost of subsistence, an idea which is today 
recognized in the behef that wages are based on the "standard of living.” 
According to the subsistence theory, the level of wages is governed by the 
tendency of population to increase at a greater rate than the means for 
supporting it. Population has been known to double witliin a period of 25 
years, but its means of support— chiefly the produce of the land—are sub- 
ject to the law of diminishing retjums and cannot keep pace with an ex- 
panding population. A given increase in the population cannot, therefore, 
result in a proportionate increase in the food supply, and as population 
increases the standard pi Me must decline-, with the eventual result that 
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population is forced to diminish. Population diminishes through a rising 
death rate caused by malnutrition, by a declining birth rate from delayed 
marriages or some kind of birth control, and by wars directly or indirectly 
induced by pressure of population. In this way the level of wages is held 
by force of circumstance at approximately the level necessary to provide 
subsistence for workers and their families. A higher level would lead to 
an increase in the population which would in turn cause, wages to fall and 
begin the process of diminishing population until the subsistence level was 
again reached. And a lower level of wages would reduce the population, 
or slow down the rate of increase, causing wages to rise (because of labor 
scarcity) again to the subsistence level. 

Although admittedly there are parts of the world where the subsistence 
theory of wages provides a reasonable explanation of the facts-chiefly the 
Far East— historical experience proves that it is especially inadequate when 
applied to areas where industrialization in some degree is found. Even 
where the subsistence theory does apply, it can be considered to be only 
a special case of the marginal productivity theory, i.e., the value of the 
marginal product yields no more than a subsistence wage. 

A major reason for the failure of the subsistence theory to explain wages 
in the w^ell-developed economic systems is its exaggeration of the practical 
consequences of the law of diminishing returns. Although the law of 
diminishing returns is of almost universal validity when the proportions of 
one type of productive service in a combination are increased, its eflFect can 
be overcome by improvements in technology. Thus means have been found 
to increase enormously the yield of crops from the land by improved cul- 
tivation, use of fertilizers and soil-building crops, crop rotation, better 
strains of plants, and the like. Moreover, the subsistence theory assumes 
that the supply of arable land cannot be increased markedly, when actually 
the opening up of new lands for settlement as well as improvements in 
transportation in the form of railroads and steamships has greatly increased 
the supply of land which could be economically utilized. 

The subsistence theory also slights the eflFect of a rising standard of liv- 
ing upon social behavior, i.e., in changing the relation of population to its 
means of support. As the standard of living increases people become accus- 
tomed to a higher standard of consumption and are reluctant to abandon 
it. Individuals delay in marrying, and as the age of marriage rises the 
birth rate necessarily falls; or again, parents delay the marriages of their 
children— either to increase the parents' income or to prepare the children 
with education— with the same effect on population rates. In urban areas 
particularly, women exploit their opportunities to work and therefore post- 
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pone marriage in favor of careers. Finally, the desire to maintain a high 
plane of living and to provide adequately for their children le^ds many 
people to limit the size of their families. All these influences affect the 
purely biological forces which in the subsistence theory are largely assumed 
to operate without external change. 

A second theory of wages, advanced by many economists in the first half 
of the nineteenth century, the so-called wages-fund theory, emphasized 
the demand for labor rather than its supply (population). The wages-fund 
theory rightly reiterated the fact that production takes time. A considerable 
amount of labor must be expended— and paid for— over a period of time 
before a finished product can be produced. A fund of capital must there- 
fore be provided in order to pay workers during the period required for 
production. This fund can be drought of in terms of a sum of money, 
although actually it is a store of commodities available for purchase by 
the workers. The wages-fund theory maintained, therefore, that wages 
were limited at any one time by a wages fund (stock of commodities). 
Should one group of workers obtain higher wages the wages of other work- 
ers would be thereby reduced. Should all workers attempt to obtain in- 
creased wages they would inevitably be unsuccessful, for this would even- 
tually reduce the fund available because the return on capital would be 
less in the future. It can be seen that the wages-fund theory was well 
adapted to serve the interests of businessmen during an expanding period 
of capitalism when the demand for capital was great and when wage in- 
creases were considered harmful. 

The wages-fund theory is valid to the extent that the level of wages does 
depend upon the supply of other resources and that investment gives rise 
to employment. There is, however, no fixed stock of commodities predes- 
tined to provide the real wages of labor, just as there is no given amount 
of money set aside for this purpose. It is true that during a period of maxi- 
mum production of capital goods or war goods there will be a limited sup- 
ply of consumer goods, but even under such conditions the distribution of 
the available supply between wage earners and the rest of the population 
is not fixed. Under certain conditions, moreover, if savings tend to become 
excessive, increased wages may actually maintain or increase employment 
by altering the disposition of income between saving and spending, 
i.e., by increasing the propensity to consume. Moi'e important at this point, 
however, is the fact that labor productivity may increase in ordinary times 
as a result of the very process of investment on the part of those who 
advance capital for employing labor, so that a higher level of wages is 
maintained out of increased output. 
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A theory of wages which has many supporters today is the bargaining 
theory. In this tireory wages are held to depend upon the relative strengths 
of the parties to the wage contract— the employer and the employee— in 
relation to the level of demand and supply of labor. When a powerful 
union goes on strike for an increase in wages during a period of high em- 
ployment, employers often cannot resist. Under depressed conditions work- 
ers are frequently forced to take wage cuts because they fear that business 
firms might o|herwise reduce or cease operations. The bargaining theory 
emphasizes that instead of a single "correct” wage there is a range of 
possible wages, any one of which may be established by bargaining. The 
upper limit of the range at any one time and place is determined by how 
high a wage the employer can pay without closing down his business, the 
lower limit by how little the worker will accept and still stay on the job. 
The upper hmit may be above the value of the marginal product of labor 
because entrepreneur, management, and capital may be highly specialized 
and forced to accept very low incomes. The lower limit may be much 
below the value of labor's marginal product because labor may be in a 
similar position. 

There is no doubt that the bargaining theory helps to explain how wage 
levels are established in particular situations, especially under conditions 
of monopolistic competition. It must be remembered that the marginal 
productivity theory is but a general guide under freely competitive condi- 
tions. The bargaining theory is not general enough, however, to explain 
what wage level is consistent with full employment (a wage equal to the 
value of the marginal product when the supply of labor equals the de- 
mand). And it would be difficult indeed by using this theory to determine 
what level of wages ought to be paid to workers in a socialist state in 
which all the means of production are in the hands of the state. (If a so- 
cialist state wishes to make the best use of its labor, it will be guided by 
the marginal productivity theory.) The fundamental objection to the bar- 
gaining theory is that it mistakes form for substance. It shows the process 
of bargaining over wages but it does not distinguish a bargain as desirable 
or not, nor does it explain whether the wage arrived at can be maintained 
or whether it will cause unemployment. For answers to these questions, 
the marginal productivity theory provides considerable guidance, 

Labor is not homogeneous. Instead of laborers, there are stenographers, 
clerks, machinists, and a great variety of specialists, as well as unskilled 
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laborers. The demand for labor under actual business conditions is a de- 
mand for specific types of productive services rather than for labor services 
ill general. Ho’wever, labor services are here taken to be homogeneous for 
purposes of analysis of levels in general. The principles based upon this 
assumption are found to be equally, appropriate to each type of labor 
services for which separate demand and supply schedules can be con- 
ceived to exist. 

It has been shown that the price of any productive service in equilibrium 
equates its demand, which rests upon its productivity, and its supply. If 
one considers the demand for goods to be given, the state of technology to 
be constant, and assumes that long-run conditions apply, several principles 
which will influence the demand for labor and the level of wages may be 
stated. 

1, The demand and consequently the price for labor tend to be higher 
when the supply of the other productive services is greater. In the 
preceding chapter it was seen that as services of one type of produc- 
tive agent are substituted for seiwices of other types in a productive 
combination, the marginal product of the service being increased 
will decline. The converse of this principle is that tlie marginal product 
of the service which is proportionately reduced in the combination 
will rise. For example, when land is so plentiful that it is free, the use 
of labor past the point where the return per unit of labor is at a 
maximum is not profitable because a less than maximum return may 
be avoided by using more land. And with capital, the greater its 
amount, the smaller the proportion of labor that need be employed 
with capital to give employment to all workers at a given level of 
wages. These principles help to explain why the wages of labor in 
the United States are generally higher than elsewhere in the world. 
The higher level of wages is not the result to a significant extent of 
any mental, moral, or physical superiority of the American worker; 
rather, the amounts of natural resources and of capital facilities in this 
country are larger relative to the amount of labor than in other coun- 
tries. 

2, The demand and consequently the price for labor tend to be higher 
as labor is used more productively. As technology improves, i.e., as 
the same amount of services can be used to obtain a greater output, 
tlie whole level of the marginal productivity schedule is raised. Al- 

' though this principle can be illustrated only by taking particular 



WAGES 


411 


cases, as when a cotton gin is substituted for the hand cleaning of 
cotton, it can be readily accepted for labor services in general. 

3. When the price of labor is low, other things remaining unchanged, 
there is greater employment of labor. This principle is simply a 
declaration that labor services are subject to the law of diminishing 
. returns. However, it obviously cannot be applied to the problem of 
unemployment during depressions without drastic qualifications. 

The three principles set forth above apply to the demand for labor for 
the economy as a whole. The total demand for labor is, of course, made 
up of the demands for labor by individual firms. For each firm, a demand 
schedule for labor may be conceived which relates the amounts which 
would be employed to the various possible wage-prices of labor. A demand 
schedule of a firm for labor under conditions of pure competition can be 
illustrated by the hypothetical example in Table 44. 

Table 44 demand schedule of a firm for labor 


Number of 

Marginal 

Price 

Value of 

units of labor 

physical product 

of the 

the marginal 

employed 

of labor 

product 

product (wage) 

1 

20 units 

$0.20 

$4.00 

' '2 

18 

.20 

3.60 

3 

16 

.20 

3.20 

4 

14 

.20 

2.80 

5 

12 

.20 

2.40 

6 

10 

.20 

2.00 

7 

8 

.20 

1.60 

8 

6 . 

.20 

1.20 

9 

4 

.20 

.80 

10 

2 

.20 

.40 


The amount of labor employed depends upon the prevailing wage, and 
the value of the marginal product of labor, which is the marginal physical 
product multiplied by the price of the product. If one unit of labor is 
employed and adds 20 units (each selling for 20 cents) to the total product, 
then the value of the marginal product of labor is $4. If the wage is less 
than $4, it is profitable to hire the unit of labor. As more units of labor 
are employed, the marginal physical product falls because of the oper- 
ation of tire law of diminishing returns, and the value of the marginal 
product also falls. If a unit of labor cannot be hired for less tlian $L20, 
8 units will be used. The schedule of the values of the marginal product 
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in Table 44 is the individual firm’s demand schedule for labor. Since the 
demand for labor by the industry of which a firm is a member is a com- 
posite one it exhibits the same behavior as the demand schedule illustrated 
here. 

This demand schedule for labor of a firm is based on the assumption 
that the price of the product remains unchanged as more labor units are 
employed. This assumption is proper under conditions of pure competition. 
However, if all firms in the purely competitive industry add labor there 
is likely to be an increase in output large enough to influence the price of 
the product. Thus in calculating the demand for labor by an industry both 
factors must be considered: first, a decline in the value of the marginal 
product because of the law of diminishing returns; and second, a decline 
in the price of the product because of expanded output. It will be recalled 
that under pure competition the firm has no effect upon its own prices, 
but the industry as a whole does. Taking this possibility into account, the 
demand schedule for labor of an industry, like that of the firm, shows 
that larger amounts of labor are employed at lower wages, but the industry 
demand is probably less elastic than the demand by the film. 

A demand schedule for labor for the economy as a whole is difficult to 
conceive. Such a demand schedule would be based on the assumption that 
it is possible to estimate the amounts of labor that would be employed 
at various levels of wages at a given level of national income. But this is 
invalid because various levels of wages call forth various levels of national 
income, since the level of wages is a major component of the level of in- 
come. It would serve no useful purpose, for example, to speculate on the 
effect of a universal cut in wages of 10 per cent upon employment, assum- 
ing national income, hours of work, and other factors to be constant, when 
by cutting wages by 10 per cent, national income at the same moment 
would be reduced by an average of about 7 per cent (since wages are about 
two thirds of the national income). In considering the demand for labor 
by individual firms or industries, it is safe to assume that the national in- 
come remains constant because it is little affected by a single firm or indus- 
try, The analysis of the effect of a general wage cut or wage increase is 
by no means a simple one, for the reason that other variables do not 
remain constant when the level of wages changes. A different kind of 
analysis from that applicable to firms or industries is needed for such 

Several principles of some practical use regarding the demand for labor 
by particular industries may be deduced from the foregoing. 
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1. The demand schedule for labor becomes higher as the product 
prodjaced becomes more valuable. It has been shown that the amount 
of labor demanded by a firm (or industry) depends upon the value of 
the marginal product under competitive conditions. This value is 
simply the marginal product multiplied by the price of the product. A 
higher price for the product arising from increased demand for the 
product (not as a consequence of monopoly or minimum-price regula- 
tion) will result, therefore, in a higher demand schedule for labor by 
the industry; and more labor will be employed at the former level of 
wages, other things remaining the same. 

2. The more elastic the demand for the product, the more elastic is 
the demand for labor making the product. If, for example, a 5 per cent 
cut in wages results in lower prices, the more elastic the demand for 
the product the greater is the proportionate increase in sales and, 
therefore, the increase in the employment of labor to make the product. 
To take an extreme case, suppose that the elasticity of demand for the 
product is zero, i.e., the amount demanded is the same whether the 
price is a little higher or a little lower. A reduction in wages resulting 
in lower prices will not, then, increase the employment of labor, nor 
will an increase in wages resulting in higher prices decrease the em- 
ployment of labor. Yet, given time enough, an increase or decrease in 
wages will tend to influence the employment of labor because of the 
eventual substitution of one resource for another, including labor. 

3. The smaller the proportion which the cost of labor bears to the total 
cost of the product, the more inelastic is the demand for labor. 
If air-line ticket agents took a cut in pay of 50 per cent, and the cut 
were passed on in lower passenger fares and freight rates, the effect 
on the amount of air transportation demanded and probably on the 
number of agents employed would be imperceptible. If, however, all 
air-line workers took a wage cut of 50 per cent and rates and fares 
were reduced correspondingly, the effect of the reduction might 
increase the amount of air-line transportation used and the number of 
air-line workers generally. 

4. The better and cheaper are the substitutes for labor of a given type in 
making a product, the more likely is the demand for that type of labor 
to be elastic. If cigars may be made eitlier by hand or by machine, 
an increase in cigar makers’ wages will lead to the introduction of 
machinery and a reduction in employment, especially if the inaclimery 
is more efficient than human labor. On the other hand, where ma- 

.xhinery cannot be substituted for labor, as in watch repairing, an 
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increase or decrease in wages will have little effect upon the amount 
of employment in the industry. 

THE SUPPLY OF LABOR 

The supply of labor is dependent upon (1) the size of the population, 
(2) the number of people willing to work, (3) the number of ho^irs that 
people are willing to work, and (4) the amount and the quality of work 
performed during working hours. The influence of wages upon the size and 
composition of the population is so remote and indirect in modern countries 
that it is advisable to consider the study of population a separate subject 
and for puiposes of discussion to assume that its size is given. 

The proportion of the total population in the labor force is influenced by 
the social and legislative strictures against the labor of women and children. 
It is also influenced by the standard of living and the extent to which more 
than one breadwinner in a family is necessary to maintain it. Under certain^ 
circumstances the size of the labor force can be increased independently 
of changes in population. During World War II patriotic motives and high 
wages induced an increase of 9 million persons in the labor force (including 
the armed services) between May, 1940, and May, 1944. This increase was 
6 million greater than would have normally occurred, and resulted from 
the postponement of retirement by overage workers, the shortening of the 
schooling period, and the enti’ance into the labor force of women who 
would not ordinarily seek jobs. 

The supply of labor, in terms of man-hours, can be increased or reduced 
simply by lengthening or shortening the hours of work of a labor force 
constant in size. During periods of high employment, the labor supply is 
increased by lengthening hours; conversely, when there is much unemploy- 
ment, shortened hours are demanded , by unions to spread the work. 
Regulation of maximum hours of work and imposition of overtime rates are 
motivated partly by this same idea. 

The willingness of the individual worker to supply more effort in a given 
period of time is in part dependent upon the wage he is paid. The worker 
weighs the advantage of the wages he would earn from working harder 
against the effort required by doing so. It is likely that at some wage level 
the worker will prefer an easier pace to more income, and will supply no 
more labor, and perhaps even less, at higher wage rates. In general, however, 
higher wages willlnduce pbtentiai workers into the labor force: housewives 
to work part thne or full time, ;oHer workers to delay retirement or retired 
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workers to return to work, young people to forsake continued education for 
immediate positions. 

The higher wages in a specific industry may, of course, draw labor from 
other industries, so that although the total labor supply is only slightly 
increased (or not at all) one section of the supply may be great!)/ expanded. 
Usually this occurs when workers are drawn from closely related occupa- 
tions, as during World War II, when farmers, maintenance workers, inde- 
pendent odd-jobs men, and others who had some experience with tools 
were drawn into the building trades by the tremendous expansion of 
facilities construction. 

Wages and fhe Marginal Productivity Theory 

Assuming for purposes of illustration that all labor is of the same kind, 
under long-mn freely competitive conditions there is an equilibrium wage 
at which the demand for labor is equal to the supply. This wage equals 
the value of the marginal product of labor in all its uses. If the supply 
of labor is increased by immigration or some such measure, other con- 
ditions remaining the same, under long-run conditions a new equilibrium 
wage would eventually be established at a lower level. The employment of 
more labor, when existing supplies ^ of the other productive services are 
given and when technology remains unchanged, can be accomplished by 
increasing the proportion of labor to the other productive services in all 
lines of production. But increasing the proportion of labor in the combina- 
tion of productive services lowers the marginal product of labor. There- 
fore, the additional labor can be employed only at a lower level of real 
wages than existed before. Under the same assumptions, if the supply 
of labor is reduced the marginal product of labor in all its uses would 
be raised and a higher equilibrium wage would result. 

The process by which either a higher or a lower equilibrium wage 
is achieved is complicated, since prices of some goods and productive 
services are raised and others are lowered. In actual practice, of course, the 
change from one equilibrium position to another cannot he observed 
because the increase or decrease in the supply of one productive service 
never occurs alone; other unrelated changes during the same period of time 
obscure the process. The effect of an increase in the supply of labor alone 
is obscured and counteracted by changes in the technique of production, 
in the supply of capital, in the level of prices because of monetary influ- 
ences, in imports and exports, and other factors. It must be remembered 
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too that the effect of increasing or decreasing the supply of labor described 
here is the long-run effect under competitive conditions. In the"^ short run 
under monopolistic competition there is at best only a tendency toward 
the long-run effects. 

Since the analysis has been concerned with labor as a total and undiffer- 
entiated supply, its usefulness at this stage is limited to cases affecting 
most or all workers. The restriction of immigration by the United States 
since 1920 is premised (on die basis of economics, at least) on the validity 
of the principle that an increased supply of labor tends to lower the level 
of wages. Again, there is today considerable effort to maintain or increase 
the national supply of capital facilities because it is known that the 
marginal productivity of labor is thereby increased. These economic policies 
and many others justify giving some attention to hypothetical analysis. The 
same type of analysis also helps to explain differences in wages, which is 
considered next. 

WAGE DIFFERENCES 

Within a given locality different occupations pay different rates, and 
even within an occupation workers may be paid unequally. There are also 
wage differences between localities, both on a general level and for the 
same t3/pe of job. 

The problem of wage differences is illuminated by considering whether 
wage differences would exist in the hypothetical condition called the long 
run under pure competition. Under such conditions, there are no obstacles 
to mobility of the factors of production which are moveable and everyone 
has full knowledge of the market. It may be assumed that tastes of the 
people will be similar to what they are now, and that production of a 
variety of economic goods similar to the present variety is carried on. 

Under such conditions, satisfaction of demand requires labor services 
of many types: unskilled, skilled, manual, and mental. There are among 
people wide differences in innate ability or natural aptitude, both physical 
and mental, for particular types of work; and there are varying degrees 
of general education and specific craft training, as well as dhect experience 
and job qualifications (or lack of them). 

It can easily be seen that there would be differences in wages even in this 
ideal type of economic system. The number of people of relatively limited 
ability would be large, and they would, because of their numbers, be forced 
to accept wages equal to the values of their relatively low marginal products. 
The number of people who can master all the skills required for engineer- 
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ing, accounting, medicine, or management of enterprises would be limited, 
and their Inarginal products and consequently their earnings would be high. 
Moreover, within each occupation there would be differential earnings re- 
lated to the differences in productivity of individuals. 

It is also likely that there will be geographical differences in earnings for 
the same degree of skill in the same occupation. Because of differences of 
climate, soil, topography, rainfall, and similar attributes of nature, the cost 
of food and housing varies among geographical areas. An area with warm 
winters and good soil is characterized by lower costs of food and housing 
than an area with cold winters and poor soil, where houses must be 
more substantially built, food and fuel imported, and warmer clothing 
purchased. Thus the value of the marginal product and the wage of a 
worker may be less in low-cost-of-living areas than in high-cost-of-living 
areas without inducing him to shift his residence. Even in two areas with 
the same cost of living, workers may prefer one to another because of other 
advantages not reflected in the wage, such as a more desirable climate, 
proximity to good vacation country, and the like. 

But beyond differences in the training and ability of workers and between 
geographical areas, it is obvious that the conditions of competition, knowl- 
edge of the market, and mobility of workers in the world are not ideaTin 
the sense just described, arid are therefore causes of still further inequalities 
in wage levels and rates. Differences in wages between occupations are due 
not only to differences in ability; skilled or professional jobs usually require 
long periods of training which many people of the requisite ability cannot 
afford. To become a doctor or lawyer one must normally spend from six to 
nine years in college and professional school, the cost of which is prohibitive 
to most people, despite the advantages of state education and subsidization 
through scholarships. The transfer of adult workers from one type of work 
to another requiring a long period of training is likewise limited by the 
cost of supporting a family during the interim and the cost of changing 
residence. The entrance of workers into skilled jobs is similarly limited by 
the cost of training, since such jobs usually require some period of appren- 
ticesliip at relatively low wages. Entrance into unskilled occupations re- 
quires little preliminary training, and the peak income of the fob is reached 
shortly. Therefore, people who cannot afford to undertake a period of 
training with low income or at their own expense are forced into unskilled 
jobs, and the number of them exceeds that which would be expected on 
the basis of varying abilities among workers. The value of the marginal 
product of labor in such jobs is consequently low. Another influence upon 
the supply of workers for particular occupations is the presence or absence 
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of opportunity. The potential supply for higher paid jobs is greater tlian the 
actual supply, because some low-paid workers are ignorant of better job 
opportunities or of how to obtain better jobs even if they know of their 
availabiMty. 

Occupational wage differences are further accentuated by restrictions 
imposed by the concerted action of trade unions and professional associa- 
tions. Unions may limit membership and thereby exclude potential workers 
from the occupation, or they may discourage newcomers by establishing 
high initiation fees or lengthy apprenticeship periods. Seniority rules may 
be established which limit promotions to higher paying jobs. Associations of 
professional people often employ similar if seemingly more dignified tactics. 
Bar association examinations for lawyers can be made progressively more 
difficult, to keep down membership in the profession; and entrance require- 
ments into qualified professional schools can be raised to exclude people 
from training, or even the number of "qualified” professional schools can 
be limited. 

Occupational wage differences are also influenced strongly by the powers 
and attitudes of employers, both of which may depend on the extent to 
which they can control the instruments of government. Employers in certain 
areas not only have opposed unionization of their employees, but have also 
opposed provision for adequate relief for the unemployed either in doles 
or in free transportation to ti*ansfer workers to other areas. 

The advantages and disadvantages of jobs are often weighed by workers 
on bases other than wages. "White-collar workers” usually earn less than 
manual workers because the social esteem attached to clerical and office 
jobs is held to compensate for less money. Some firms may obtain workers 
of a given type for lower money wages because of better working conditions 
and better personnel management. The supply of workers to a large and 
well-established firm may be maintained at lower wages because of a 
greater likelihood of steady employment. 

Geographical differences in wages result not only from the differences in 
the value of the marginal product in different areas but from many other 
causes as well. Within a country, they depend in part upon custom and the 
lack of both occupational and space mobility of workers. Industries have 
moved into rural regions where low wages of agriculture are typical because 
the paid wage of the. industry is supplemented by workers' ownership of 
land. Their products from the knd raise their real incomes and the industry 
is therefore able to obtain labor at a cheaper rate than in a metropolitan 
area. On the other handj mphility, is, often difficult for a worker. He must 
move himself and his family some distance to obtain a higher wage. He 
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must calculate whether the cost of moving (including temporary unemploy- 
ment) will be compensated by increased wages over whatever he considers 
his probable period of employment. Nonwage factors— home ownership, 
social affinities, schooling, etc.— are important too. When the disparity of 
wages is found betv^een two countries the probability of movement is 
further affected by differences in language, customs, and more importantly, 
by legal barriers to immigration. 

Differences in wages between men and women- in the same occupation 
could exist under long-run competitive conditions only if the marginal 
productivity of women differed from that of men. Since women are in the 
main less adapted to extreme physical exertion, occupations involving such 
effort pay higher wages to men than women (if they do not exclude women 
entirely). Under certain circumstances, men and women in the same occu- 
pation represent two markets for labor because demands and supplies are 
different. The supply of female labor is affected by the fact that the 
alternative opportunities for women are more limited than those for men. 
The ‘'opportunity cost,"’ i.e., the cost of wages needed to meet the competi- 
tion of other available jobs, of employment for women workers is likely to 
be lower than for men workers. Presumably, if the value of the marginal 
product of the male workers is not higher than that for the women workers, 
all men will eventually be driven out of occupations for which women are 
most suited. 

Male workers may actually have a higher productivity over a period of 
time than women workers in the same occupation under certain conditions. 
If the occupation requires some period of training on the job at a cost to 
the employer (because of the cost of extra supervision or failure to adjust 
the entrance rate of pay to the productivity of the new worker), then men 
are preferred because they are generally more pemianent as employees 
than are w’omen. Men are also less subject to absenteeism than women and 
are probably worth slightly higher wages on that account. Better working 
conditions must ordinarily be supplied to women than men, and this ma.y 
be partially compensated for by the difference in wages, as may added 
costs imposed by protective legislation for women with wffiich employers 
must comply. But the main factor remains the lack of alternative oppor- 
tunities for women and their weak bargaining power. 

WAGES AND INVENTION 

Technology has long been considered, by workers as a potential threat to 
their emplo 3 nnent: machines are regarded, often as direct causes of unem- 
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ployment. In the beginning of the Industrial Age in England^ workers 
rioted against and attempted to destroy the new laborsaving machines in 
the textile industry. A similar attitude is exhibited today by many groups 
of organized labor who impose union rules against the use of machinery 
or improved techniques, and by some who require that human labor be 
paid in idleness if a machine is used (some musicians, for example). But 
these attitudes are not realistic for the economy as a whole, as is apparent 
when technology and labor are examined in a context of long-run competi- 
tive conditions. 

It may be assumed that if an invention is put into use in an industry that 
enables a firm to maintain its production with half as many workers, labor 
costs are therefore reduced and prices are (under competitive conditions) 
lowered. Now assume that the elasticity of demand for the product of the 
firm is zero. Then the same volume of goods will be sold at the new lower 
price as before, and consumers will save through lower prices an amount 
equal to the wages of the displaced workers. Demand for other products 
will be increased by the amount saved by consumers and reduced by the 
amount of wages no longer paid to the displaced workers. This condition 
cannot persist, however, because the unemployed workers will offer to work 
for less. The wages of competitive types of work will fall and the unem- 
ployed will be absorbed as other industries substitute labor for other services 
at the lower wage. A new long-run equilibrium will be established at a 
lower wage for the type of labor displaced by the invention. It would 
appear, therefore, that the invention has resulted in a reduction of wages, 
but this need not be so. Although the level of money wages may be reduced, 
die purchasing power of wages has been raised by the reduction in prices 
brought about by the introduction of the invention. The total economy 
has gained because for the same amount of effort more goods are now 
produced and the standard of living is necessarily higher than before. The 
real income of labor will be increased by the change if the invention adds 
to the existing supply of capital, as is likely, because an increase in the 
supply of capital will raise the productivity of labor. 

Whether labor in general benefits more in the long run by the reduction 
in prices than by the reduction in money wages depends upon the extent 
to which wages must fall to absorb the displaced workers. Generally, the 
result of the introduction of new machinery has two effects: first, it tends 
to displace workers for whom the machine is substituted, and second, it 
sets up a complementary demand for workers to make, maintain, and repair 
the new machines. The net displacement of workers is, therefore, never as 
large as it appears to be. Furthermore, if the elasticity of demand for the 
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product is higher than zero, and this will nearly always be true^ some and 
perhaps all of the displaced workers might be rehired in the same industry. 
If this happens the adjustment will be diffused among other industries 
which experience some decline in demand because of the shift in the 
structure of the total demand. 

Another result of the introduction of an invention may be a redistribution 
of labor between occupations with a consequent effect upon occupational 
wage differences. The invention may displace skilled workers in favor of 
unskilled, thereby increasing the wages of the latter and reducing those of 
the former. 

The short-run effects of inventions may differ considerably from the long- 
run effects stated above, particularly when inventions are introduced under 
monopolistic conditions. The benefits of invention result primarily from 
the reduction in prices achieved through their use. Monopolistic producers 
who do not pass on the savings in costs may thereby retard the adjustments 
necessary for the re-employment of displaced workers. Organized workers 
may also resist wage cuts necessary for the process of reabsorption and 
thereby delay the transition. These effects indicate that if a competitive 
economy is to make the most economical use of resources relative to 
consumer demand in a dynamic economy, flexibility of wages and prices is 
necessary. A, 

It is likely that if a series of inventions should occur within a short time 
in predominantly monopolistic industries, serious unemployment would 
result. The series of inventions under monopolistic conditions might raise 
profits because price reductions are not made on the products. If the profit 
receivers choose to increase their savings rather than to spend their addi- 
tional income, the volume of investment must increase or the additional 
savings resulting from monopoly profits will generate a reduction in income 
and employment. 

EFFECTS UPON WAGES OF UNIONS AND MINIMUMMAGE .LAWS 

It has been argued long and often that ‘'artificiar restrictions— govern- 
mental or otherwise— on the operation of a free-enterprise economy cannot 
improve real wages. Wages under the marginal productivity theory would 
be equal to the value of the marginal product of labor services, and an 
increase in wages could not be maintained unless the value of the marginal 
product rises. To force an increase in wages under such circumstances 
would simply create unemployment This view is extreme because it lifts 
the marginal productivity theory from its setting (see the requisite assump- 
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tions on page 395) and applies it without modification to conditions existing 
at any given time. In the actual operation of the economy, there are several 
ways in which wage increases obtained by union activity or by legislation 
can be maintained without causing unemployment in the short run. 

In the first place, many employers are not faced with a fixed supply price 
for labor. The wages which many firms must pay depend in part upon 
the employment by an individual firm. If a single firm is a large employer 
in its area, a reduction in its employment will tend to lower wages, and 
an increase in its employment will tend to raise wages. The firm cannot 
therefore consider the supply of labor to be infinitely elastic at a particular 
wage; rather, it must consider what eflFect its own employment will have 
on the wage. If it increases employment the firm must consider the increase 
in wages of both the additional workers hired and all workers of a similar 
type already employed. Thus the firni will hire workers up to the point at 
which the additional cost of labor from hiring additional workers is equal 
to the addition to its revenue from increased production. When it hires more 
workers, the wages of all its workers will increase and the addition to its 
costs from hiring more workers is much greater than the additional wages 
paid to the newly employed workers. Thus, with any given demand for 
labor, the firm will increase its employment less if wages rise with increased 
employment than if wages did not rise as it hires more men. 

A wage fixed either by union agreement or by law at any level up to 
the marginal cost of hiring additional workers will not cause less employ- 
ment but more. An employer may have employed 100 men at a wage of 
$1 per hour. He may be willing to hire 10 additional workers, because the 
demand for his product has increased and each of the 10 additional workers 
will add, say, $1.10 per hour to the total product To hire 10 additional 
workers, however, he may have to increase the wages of all his men by 
2 cents an hour. The additional cost of hiring 10 more workers will therefore 
be $2.00 per hour more than the hourly rate of $1.02 of the 10 men, 
because 100 men must be raised 2 cents per hour if the 10 additional men 
are to be hired at $1.02. On the other hand, if a wage of $1.09 per hour were 
established as a minimum wage (i.e,, for all workers), he would actually 
find it desirable to add 10 workers, since for every worker added he would 
add only $1.09 to his cost and $1.10 to his revenue. His whole business 
would be less profitable, but his employment would be greater. 

If the monopsonistic conditions described are generally prevalent in the 
economy, general wage increasei resulting from union activity or from the 
passage of laws could raise employment as well as wages in existing 
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enterprises. However, new enterprises may be discouraged and expansion 
of old enterprises reconsidered, and these actions may serve to offset the 
favorable^effects of the wage increases on employment under monopsonistic 
conditions. 

In the second place, the value of labors marginal product lias at times 
increased without any increase in wages. If the general level of prices has 
increased, for example, the same marginal product of labor will sell for a 
higher price. Since price increases occur gradually, profits usually rise at 
first without bringing a corresponding rise in wages. Union activity can 
secure for workers these wage increases more quickly than ordinary com- 
petitive forces, and since the value of their marginal product has increased, 
union demands will not reduce employment. 

This would seem to imply that wage adjustments ought to be made with 
changes in the cost of living of workers. Wage adjustments based upon a 
cost-of-living index would conform to changes in the value of the marginal 
product of labor services if the cost-of-living increase reflects a more or 
less uniform and general increase of all prices. However, if there is a cost of 
living increase simply because of a program of government restrictions on 
agricultural output, for example, then there would not necessarily be a 
change in the value of the marginal product of labor in industry; there 
would be no basis in the fact of a cost-of-living increase for a general 
increase in industrial wages unless industrial workers in considerable 
numbers left industry for farming. 

Another development which is most likely is that the cost of living will 
gradually fall as improvements are made in the processes of production. 
Such improvements serve to raise the marginal product of labor, and one 
way in which this increase in productivity can be passed on to workers is 
by maintaining money wages despite the fall in the cost of living. It is 
apparent from the discussion of these various possibilities that the linking 
of wages with the cost of living should not be automatic and where wages 
are so adjusted, adjustments should be tempered with consideration of tlie 
reasons for the change in the cost of living. 

In the third place, the efficiency of labor may be associated with the 
level of wages. As wages are increased, efficiency may improve because of 
better health, better morale, or better living conditions for workers. This 
result is the more likely when the previous level of wages was relatively 
low, and is often the unexpected result of a minimum-wage law or union 
activity which raises the wages of very low-paid workers. 

Wage increases obtained by union action or by legislative measures may 
cause disruptions and perhaps unemployment in a firm because the employer 
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is inefBcient. Because of monopsonistic competition in the labor market 
some employers may have persisted in business only because they paid their 
workers less than the going wage. Raising these depressed wages to the 
level paid by the more eSicient employers may require the employer to 
improve his efficiency or abandon operation. On the other hand, the 
attempt to increase wages in firms which are already highly efficient and 
which are already paying wages equal to the value of the marginal product 
of workers will probably reduce the firm s demand for workers unless 
its prices are raised and the demand for its product is highly inelastic. 
At any one time, many firms may be temporarily in this position because 
of their monopolistic advantage in the market for their product; further- 
more, increased wages and attendant increased prices may encourage the 
development of substitutes which over a period of time will result in a 
reduction in the firm’s demand and consequently in its employment. In 
any event, if the demand for the product of the depressed-wage firm or 
industry is elastic at the time of the wage increase, employment will be 
reduced almost at once. 

If highly competitive firms in a certain area are all paying low wages and 
none is very profitable (e.g., parts of the textile and clothing industries), 
then the forced establishment of a higher wage will almost certainly reduce 
employment. Depressed-wage areas often exist because a local surplus of 
labor has developed from the displacement of some industry, or from an 
influx of immigrants of limited mobility into the area. Unemployment may 
well be caused by the higher wage, and workers will be induced to move 
with or without governmental assistance into other areas where other or 
similar industries can afford to pay the minimum wage. Establishment of the 
minimum wage serves to concentrate the public’s attention on such areas 
and may actually hasten the process of adjustment which was bound to 
come anyway in the long run. 

GENERAL WAGE CUTS AND UNEMPLOYMENT 

It is commonly argued that since price reductions generally increase 
sales, the proper solution for unemployment during depressions is a gen- 
eral wage reduction. The validity of this argument can be questioned 
effectively. 

In the first place, the economic logic of this proposal is weak at many 
points. A reduction in price of a particular commodity is usually followed 
by an increase in its sales. Such a price reduction could come about because 
of a fall in the wages of workers employed in making the commodity. A 
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reduction in wages in this instance probably would not affect the incomes 
of the people buying the product. This special case, however, leads to error 
when it is generalized. A general reduction in wages cannot be considered 
without taking into account the effect of such action upon the income 
payments of the economy. A general reduction in wages would reduce the 
demand for goods through its effect upon wage-earner incomes. Under 
freely competitive conditions, the prices of goods would fall to the same 
extent that wages are cut, and if nothing else happened the beneficial 
effects upon employment of the wage reduction must be the cut in prices 
which follows. If the argument for a general wage reduction is a good one, 
the argument for general price reductions to increase employment by 
increasing sales should be equally good— or bad. 

In the second place, the argument for a general wage reduction is usually 
made in the context of a business depression, when unemployment results 
from a general decline in aggregate demand. Under such a decline few of 
the requisite assumptions for the validity of the marginal productivity 
theory will in fact be present. Particularly, the extent to which labor can 
be substituted for capital is limited at such a time because the processes 
of production cannot be revised immediately. The existing capital equip- 
ment of the country is geared to the employment of labor in relatively 
fixed proportions with capital: a wage reduction alone cannot quickly bring 
about a general change in the combination of productive services. Even 
those producers about to install new equipment would hesitate to adopt 
fewer laborsaving methods unless they knew that the wage redaction would 
last for a long time, otherwise they would be caught during a later period 
of high wages with high-cost production techniques. 

Third, it is possible that a general wage reduction would even increase 
unemployment. Producers would recognize that while their costs have been 
cut, so have their competitors’, and thus might wait to see how much prices 
would fall before undertaking increased employment Some might also 
consider the effect of the wage cut upon consumer demand, delaying 
employment until they could make some reasonable estimate. It is possible, 
too, that the first general cut in wages might be regarded only as one of 
several to come; then producers would delay increasing production until 
they were assured the wage level would fall no lower. 

All these considerations lead to the conclusion that general wage cuts 
afford an uncertain and probably dangerous means of overcoming unem- 
ployment during generally depressed conditions. The direct cause of the 
economy’s downswing is not usually found to be a high level of wages; 
other influences may be more important And although an improved rela- 
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tioii between costs and prices is basically needed to correct the depression, 
wage reduction is not the sole or necessarily a good means of effecting it. 
Wage cuts are of course sometimes required to correct unemployment 
Wages in a particular occupation may be so high that all workers cannot 
be employed, whereas employment generally is good. A fall in wages for 
the particular type of work will help to correct this maladjustment either 
by driving workers into other lines and discouraging entry into it, or by 
increasing employment in the line through the effect of lower wages upon 
prices of the products produced. 

If universal wage cuts are a doubtful cure for unemployment, is it likely 
that a general wage increase would be preferable? Unions often advance 
the argument that higher wages are required during a period of general 
unemployment to increase purchasing power. But this contention depends 
upon what has caused the general unemployment. Generally, unemploy- 
ment is associated with a decline in the production of capital goods— 
machinery, plants, office buildings, etc. Production of these goods falls off 
because businessmen and investors consider that the prospects of profit 
from long-term investment are no longer attractive. The decline in profit 
expectations may be caused by a general decline in commodity prices, a 
break in stock-market prices, unsettled political conditions, a wave of bank 
failures, a general slackening off of consumer demand, or a combination of 
these and other factors. Raising wages generally could hardly be expected 
to offset all adverse influences, especially since a general wage increase is 
likely to be considered still another adverse factor by almost all employers. 

A general wage increase must be judged in the last analysis by how it 
affects individual firms. It has already been shown that firms which are 
monopsonistic buyers of labor services will not reduce employment when 
wages are raised slightly, even though the demands for their product 
remain unchanged. Employers who hire labor under freely competitive 
conditions, however, can maintain employment in the face of a general 
wage increase only if the value of the marginal product of labor increases 
or if the combination of the productive services is not fixed. For most 
employers^ the productive combination during any short period will be 
fixed— machines are designed to be run by a certain number of men if they 
are run at all. Such employers may, by the force ' of circumstances, be 
required to maintain employment or .to close down. However, in almost 
any industry there are some units earning such low quasi repts that they 
are at the point of being^closed down anyway. A general wage increase may 
therefore have the effect of Upping t^^ scales in favor of a shut down and 
unemployment will result This cdnelusian, of course, depends upon the 
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assumption that the general wage increase will not affect the value of the 
marginal product of the industry through increasing purchasing power. A 
general increase in purchasing power is not likely to be felt immediately, 
but the reduction in purchasing power caused by plant shut downs is. 

It is doubtful that the general wage increase by itself will increase 
purchasing power in a period of considerable unemployment. The higher 
costs of a wage increase are specific and direct; employers are extremely 
conscious of this effect. An increase in purchasing power can come about 
only if the cost-raising effect of the wage increase is considered beneficial 
by the employer. Since there is no guarantee that a single employer will 
receive an increase in demand as a result of the general wage increase, 
whereas he is certain to experience an increase in costs, his demand for 
labor will likely decline. Moreover, if prospective purchasers of capital 
goods see little prospect of profit before a general wage increase, they are 
likely to see still less prospective profit after it goes into effect. 

The foregoing conclusions on the advisability of general wage cuts or 
increases during a period of unemployment are in considerable -measure 
responsible for the view, held by many economists, that the most desirable 
policy in depression is general wage stability, with certain adjustments in 
particular industries. The depression, they argue, should be attacked by 
direct measures to increase employment such as subsidized private invest- 
ment and public work projects. By such projects purchasing power can be 
maintained as well as by adequate unemployment insurance. 

What would be the effect of a general wage increase during a period of 
prosperity, when there is relatively full employment? In such a context, 
tire effect of the general wage increase may be stimulating, since employers 
may be less impressed by increases in cost than by the prospective increases 
in demand for their products. They will, moreover, attempt to substitute 
other productive services for labor, and to do so many will order new 
machinery, thereby stimulating further the capital goods industries and 
increasing the demand for labor in those industries. 

When labor is fully employed, increases in wages will react directly to 
increase prices and so wipe out the advantage to labor because of the 
rise in the cost of living. If prices begin to advance rapidly under the 
stimulus of monetary inflation, the increase in prices may actually outstrip 
the increase in wages. If this reasoning is valid— and many economists 
believe that it is— then organized labor will pursue a policy in its own and 
in the public interest by withholding demands for general wage increases 
(not accompanied by increases in productivity) when conditions of full 
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employment are attained. Failure to pursue such a policy in 1946 and 1947 
was partly responsible for one of the most rapid advances in commodity 
prices ever experienced in this country. 


CHAPTER 19 

Interest 


Interest is the price paid for the services of capital and itTs measured by 
the rates on money loans. In an economy based upon extensive use of 
capital goods, this price has an influence upon the level of national output 
and national income. 

Interest, like wages or rent, may be an explicit price paid to another for 
the use of capital, or it may be an implicit price determined on the basis 
of an explicit price which would have to be paid if capital were purchased. 
The term capital has in common usage a variety of meanings,^ each relevant 
to particular problems, but in economic analysis ^capitaFVusually refers to 
produced means of production. The definition of capital as ‘produced 
means of production” emphasizes the physical or “real” aspect of capital. 
In a modern money economy all economic goods have amonetary aspect, 
capital included. The purchase of capital goods requires the advance of 
money loans, either by the purchaser or by others; that is why the pricing 
of the services of capital is measured by the rates on money loans. The 
monetary aspect of capital later is indeed of utmost importance in the 
explanation of what determines interest rates, but to begin with it is well 
to concentrate on its real aspect. 

As produced means of production, capital may take the form of buildings, 
machines (i.e., caj)ital facilities), raw materials, and even stocks of finished 
goods used in the production or distribution of goods. Many kinds of 
produced means of production are also used by consumers, and yield their 
services directly to consumers. Thus, an owner-occupied residential build- 
ing, furniture, and similar goods, although produced means of production, 

' >See Chap. 3, pp. 69-73, and Chap. 17, pp. 391-93. 
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are not used to turn out products for the market. These durable^use con- 
sumer goods may be called consumer capital. Many of the same goods may 
be producer capital under certain conditions and a consumer good under 
others. Coal in the stoker of a factory is producer capital; in the homeowners 
coalbiii it is a consumer good. 

Capital is distinguished from land, which is often referred to as a ''gift 
of nature” by the fact that capital is produced; ixom labor by the fact that 
it is inanimate. Two qualifications of the definition must be stated, however. 
First, if the capital is inexhaustible once it is produced, it can properly he 
classed with land for purposes of price analysis. Second, the exhaustion of 
the services of capital goods usually requires time. Capital goods which 
yield their services quickly do not tie up resources for a long period of time. 
Owners frequently may decide whether they wish to reinvest the money 
received for the services of the capital in the same kind of goods or in 
different goods. A manufacturer, for example, can quickly exhaust the serv- 
ices to him of his raw material by converting it into finished products; he 
cannot exhaust the services of his machinery and equipment except over a 
long period of time, during which his money is said to be "tied up” in 
capital goods. The decisions which govern long-term investments (tieing 
up capital in the form of specialized facilities for long periods) are therefore 
likely to be made more carefully and cautiously than decisions about short- 
term investments. 

CAPITAL FORMATION IN A SIMPLE ECONOMY 

The nature of real capital can be illustrated by considering a primitive 
type of economic hfe. Suppose that the natives live primarily by fishing. 
The state of technology is such that fishing with hook and line and widi 
nets is known, as well as the use of boats. A youth wishing to get on in the 
world but possessing none of the forms of capital known to his society 
would have the choice of fishing in shallow water with his bare hands or 
making some equipment for himself. The way in which he secures his 
equipment, and its effect upon his output, exemplify in a vastly simplified 
way the process which occurs in the modem industrial economy. 

A native who is earning a bare living by fishing with his hands alone— 
and it must be admitted that this would be an extreme case— can obtain a 
fishhook and line either by bartering with . someone who has a hook and 
line or by making it himself. In either instance the cost to the native is 
somedring: if he barters for the hook and line,: he must give up another 



430, PRICES AND THE ALLOCATION ' OF RESOURCES 

good in return; if lie trades fresh fish for his hook and line, he gives up food 
he might otherwise have eaten himself; if he makes the hook and line 
himself, he gives up time which he might have spent in fishing. However, 
he is willing to sacrifice tlie fish or other result of his effort— either reducing 
his consumption or increasing his effort to pay the cost— in order to obtain 
the higher return in the future which possession of the hook and line will 
permit Of course, the illustration does not demand that the native fish with 
his bare hands in the beginning. He might fish with hook and line, but 
wish to increase his catch by using a net. The requirement for obtaining a 
net is the same as that for obtaining the hook and line— some consumption 
of goods in the present must be given up in order to make or buy the net, 
which is necessary to increase the fisherman’s catch. 

The kind of production described in the case of fishing with hook and 
line or nets is termed roundabout production; and production without tlie 
use of any tools or equipment is termed direct production. Roundabout 
production consists of producing capital goods before, and for the purpose 
of, producing consumer goods. Since output per man is low when direct 
production is used, the use of roundabout metliods will in most instances 
increase output per man. It is the superior productivity of roundabout 
methods which creates the demand for capital and leads people to pay for 
the use of capital. 

Consumption must generally be reduced to enable the capital goods to 
be produced. Once the superior roundabout methods are put into operation, 
the level of consumption may be raised because of the higher productivity 
resulting from the “capitalistic” investment. This is tlie essential nature of 
capital fonnation in a simple economy. It is equally true of a modern 
economy when there is full employment of resources prior to a large ex- 
pansion in the production of capital goods. Thus when the Soviet Union 
undertook to industrialize during the first Five-Year Plan after 1928, con- 
sumption was restricted because a large proportion of its productive 
resources was devoted to producing industrial equipment rather than 
consumer goods.^ The same process occurs in wartime when consumption 
must be restricted in favor of “capital goods of war.” Increased production 
of capital goods, whether for war or peace, will, when full employment is 
reached, require a reduction of current consumption. 

, reconstruction of Germany and Japan after their defeat and of otlier war* 

devastated countries will also require reduced levels of consumption. 
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TIME -PREFERENCE-^PRODUCTIVITY THEORY OF INTEREST 

Thus tlie prerequisite for capital formation in an economy is saving, or 
the foregoing of present consumption so that part of current production is 
used for the building of capital. In the example already given, the native 
may ''deposit” fish in advance with net and boat makers in exchange for 
ultimate delivery of the nets or boats. The essence of saving in real terms, 
then, is the foregoing of consumption out of current production. If a man 
receives $50 per week and deposits $5 in a savings bank, he is foregoing 
consumption of $5 worth of goods per week. When a corporation plows 
back into the business 25 cents of every dollar earned by the business and 
withholds this proportion of the earnings from stockholders, it is still 
accurate to say that this saved amount is also the result of refraining from 
consumption, since if all earnings were paid in dividends the consumption 
of stockholders might have been larger. The fact that refraining from 
consumption, or saving, is prerequisite to capital formatioil and hence 
greater production and consumption makes good sense of those economic 
virtues of industry— frugality and thrift— preached to generations of Ameri- 
cans and Europeans alike. 

The fact that frugality and thrift are preached, however, indicates that 
these virtues are not inherent in the typical individual. Given the choice, 
most people prefer the pleasure of indulgence today to the promise of 
better things tomorrow; present consumption is held to be more tangible, 
and seemingly valuable, than future consumption. The preference for goods 
in the present over the same goods at some future time is called time 
preference. It may be measured by the per cent by which a given amount 
of money must be increased to make it as attractive at a future time as it 
is in the present. If, for example, a person is indifferent as to whether he 
had $100 today or $105 one year from today, liis time preference rate is 
5 per cent. 

. The time preference rate tends to increase as the amount of money which 
the individual considers setting aside is increased. Although the person will 
exchange $105 for $100, he may not be willing to exchange $210 for $200, 
and he might he reluctant indeed to exchange $1,000 for $1,050. As the 
proportion saved in relation to total earnings increases, the time preference 
rate also increases. The individuals supply schedule for saving is therefore 
likely to show that larger amounts would be saved only at higher rates of 
time preference, or interests If total savings depend only upon individual 
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preferences, the same tendency will be true of the aggregate supply of 
savings. ' 

Considering society as a whole, however, some qualifications of this 
tendency must be made. Some people will have a negative rate of time 
preference or at least veiy little preference for a considerable proportion 
of their income. For example, people who wish to provide for the educa- 
tion of their children or who are building up a fund in anticipation of old 
age or an emergency might save even if they had to pay for the privilege. 
Others whose incomes are very high, or who have strongly ingrained 
savings habits, may save almost automatically and do not value present 
more than future incomes. 

In general, time preference of individuals is likely to be influenced by 
(1) size of present income, (2) the expected distribution of income over time, 
(3) the degree of uncertainty attached to future income, and (4) personal 
characteristics of the individual. A high rate of time preference is usually 
attributed to people with stable low incomes and with incomes which are 
expected to increase; a low rate of time preference is usually attributed 
to people with high incomes and with incomes which .are expected to 
decrease. The effect of uncertainty of ‘future income generally is to lower 
the rate of time preference if the certain income of the present can be 
exchanged by saving for an equally certain income in the future. Personal 
characteristics of the individual may modify or reverse any of these tend- 
encies and constitute a factor which can be determined only by experience. 

Actually, a large amount of saving occurs with little or no reference to 
the time preference of individuals. Corporations usually retain part of their 
earnings; these may be regarded as savings made on behalf of the owners 
often without their conscious consideration of the matter. Saving is invol- 
untarily made by the millions of workers from whose pay is deducted 
old-age insurance premiums. As a result of the economy's price system, 
saving is forced by the vagaries of price movements. As the level of prices 
rises, people with constant incomes (in terms of money) are forced to 
curtail their consumption. And finally, as a result of human tastes, many 
people with high incomes save more or less automatically because their 
incomes are far in excess of the amounts required to satisfy their wants. 
In the moderately prosperous year 1937, 81 per cent of total savings were 
made by business enterprises, and 9 per cent by governments. A little over 
59 per cent of the total was saved by individuals.® Over 89 per cent of 
the individual savings in 1935-36 was made by those families and single 

3 Oscar L. Altaian, Saving, Investment, and National Income, Temporary National 
Economic Committee, Monograph No. 37, 1941, p, 110. 
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individuals who received an income in excess of $20,000 per year.^ Little 
of the saving by business and by government could be said to be influ- 
enced by time preference, and the saving of individuals in the hIgh-income 
groups was probably but little influenced by time preference. 

If the capital requirements of die economy are small, it is possible that 
the savings of business and of certain individuals whose time preference is 
negative would be large enough without the payment of interest. In 
ordinarily prosperous times, however, it is likely that the supply of volun- 
tary savings at a zero rate of interest would not suffice to meet the demand 
at that rate. Increased savings could thereupon be induced by paying a 
positive rate of interest on savings large enough to overcome the positive 
preference of persons for present consumption. It will be seen, however, 
that the amount of saving is likely to be influenced more by the level of 
national income than by the level of interest rates. 

Saving and investment 

It is clear that capital goods can be secured only if some people are 
willing to reduce their consumption to "finance’’ the making of them. The 
"finance” in a simple economy, such as the hunting and fishing one de- 
scribed, consists of supplying consumer goods to those who make capital 
goods. Even in a money economy the real aspects of finance are the same. 
When, for example, money is advanced to finance the construction of a 
building, in real terms the money advance represents claims on material 
needed for the building and consumption goods purchased by workers and 
others who erect it. 

It follows, therefore, that there is a direct relationship between saving 
and investment, which is another name for capital formation. The indi- 
vidual’s disposable income is used for consumption and for saving; his 
output is made up of consumption goods and investment goods. Since for 
an individual in a simple economy income and output are the same thing, 
saving and investment are equal. Although it is more difficult to under- 
stand, this same relationship between saving and investment is true for any 
period of time for any kind of economic society, simple or complex, taken 
as a whole. This was shown in Chapter 4; gross saving equals total 
investment expenditure, and net saving equals net investment.^ The actual 

^ Consumer Expenditures in the United States^ 1935-86, National Resources Commit- 
tee, 1939, p. 48. 

•"" See pp. 101-05, also 119-23. 
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process by which equality of savings and investment is maintained is tlie 

most conti'oversial aspect of the theory of interest. 

In a simple fishing economy the process by which saving and investment 
would be equated is simple. For the individual fisherman, increased saving 
is likely to be accompanied by a rising time-preference rate; on the other 
hand, the opportunities for investment of a poor fisherman may be great. 
By using a hook and line he may be able to double his daily catch, and by 
using a net to triple or quadruple it, and by using a boat to increase it still 
further. The fisherman, obviously, will seek to adjust his saving and in- 
vestment to an optimum position, which will be reached when the return 
from additional investment equals the price (time-preference rate in this 
case) of the additional saving necessary to finance it. 

Thiis for a simple economic society in which investment is directly de- 
pendent on the supply of savings, investment and savings are equated by 
means of a rate of interest, which is a time-preference rate. If money is 
used as a measure of value, for purposes of illustration, various amounts of 
saving (measured in money) would be forthcoming at various rates of 
interest and the amount of investment (measured in money) would be 
governed by various rates of interest. Assume that all loans are of only 
one ty^e for the present. Considering only the rate of interest for such 
loans, it is obvious that during any period of time, saving in excess of a 
certain amount will not be made at all unless some interest rate is received. 
The higher the fate, the greater is the amount of savings likely to be. Be- 
cause of the influence of the law of diminishing returns, increased invest- 
ment would be made only at lower rates of interest. The demand for sav- 
ings and the supply of savings will be equated at some rate of interest 
Interest, the price for the services of capital, in this case brings about the 
inevitable equality of the amount saved and the amount invested and de- 
termines what this amount will be. 

The forces determining the rate of interest in a modern economy have 
been in recent years the subject of considerable argument among econo- 
mists. The time-preference-productivity theory holds that savings and in- 
vestment are equated by tire rate or rates of interest. The rate of interest 
is regarded as a price which equates the supply of savings— governed by 
time pi'eference— with the demand for saving— governed by the marginal 
productivity of capital. According to tlris theory, if people attempt to save 
at current interest rates more than will be invested at those rates, interest 
will fall. Although it is plausible: under conditions which prevail in a 
simple economy, this theory :neglects the fact that savings and investment 
cannot be considered to be indepexKieni In reality, savings and investment 
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do affect eacli other. For example, when investment is increased, Bational 
income will increase and savings also will increase. It will also be found 
that the demand for capital can, to a considerable extent, create its own 
supply of saving, independently of any change in interest rates. 

LIQUIDITY PREFERENCE THEORY OF INTEREST 

In view of this consideration, an alternative theory of interest—the liquid- 
ity preference theory— maintains that the forces determining interest rates 
are not saving and investment but the supply and demand for money loans. 
This theory is termed the liquidity preference theory because the supply 
of money loans depends upon the supply of money, or liquidity. Since the 
supply of and demand for money loans are held to determine interest rates, 
savings and investment are relegated to a position in which they adjust 
themselves to the interest rates established. The liquidity preference theory 
introduces the effect of certain forces in the economy which are possibly 
overlooked by the time-preference-productivity theory. 

The liquidity preference theory rejects the idea that investment is neces- 
sarily dependent upon tlie willingness of people to save, as in a simple 
economy. The amount of investment is dependent upon the willingness to 
save only under conditions of relatively full employment; when unemployed 
resources are at hand investment may be increased without any reduction 
in the previous level of consumption. Indeed it may increase to the accom- 
paniment of a rise in consumption. 

For example, suppose that every city, town, and village in the United 
States, in response to a request from the President, undertakes during a 
year of large-scale unemployment to invest $100 per head of population in 
public work projects, with the funds provided by a special issue of money 
by the Federal government. During the course of the year, several billion 
dollars would be invested in community facihties, roads, and other public 
improvements, and employment would increase (assuming that the special 
issue of money had no adverse effects on business confidence). The rise in 
national output, national income, employment, consumption, and savings 
occasioned by such a policy has been described in Chapter 6.^ As income 
increases, consumption usually increases also, so that on balance the new 
investment (i.e., public works) may be found to be accompanied by in- 
creased rather than by reduced consumption. How, then, can the addi- 
tional investment be balanced by additional saving, since saving must 
always equal investment? . 
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Equality of saving and investment for the period is achieved either 
through increased saving or reduced investment of other kinds or a com- 
bination of the two. Storekeepers who have increased their sales may not 
have increased their orders in proportion; at the end of the year theii* in- 
ventories will be reduced; they will have disirwested. Their incomes, on 
the other hand, will be increased; and even if they spend the same amount 
as before, they will have increased their savings. Also, the newly employed 
may make some savings, and those who supported them when they were 
unemployed are likely to save more. Since this trend is general the net 
result will be that the new savings are equal to the increased total invest- 
ment. Significantly, this process of equating saving and investment can be 
described without any reference to interest rates, even though they may be 
affected themselves by it. 

The new elements in the problem which were not present in the simple 
economy are (1) unemployed resources and (2) money as something more 
than a common denominator or measure of value. The existence of unem- 
ployed resources makes it possible to increase investment without at the 
same time reducing anyone’s consumption. Increasing the quantity of 
money may make it possible to provide the funds for new investment 
without reducing anyone’s spending. The example given is oversimplified, 
especially since it is assumed that the new investment can be purchased 
with printing-press money, but it brings to the fore the dominance of 
money and unemployment as factors affecting the relation of interest to 
savings and investment. 

In the modern money economy there are no markets where savings and 
investment meet. There are only markets for money loans. When a person 
wishes to borrow, almost always he wishes to borrow money; to do so he 
takes a loan through a bank or other lending institution. If banks lent only 
the savings left with them, and if the loans were all invested, then a com- 
plete examination of the supply and demand for loans would in effect con- 
stitute a study of the market where savings and investment meet. 

Actually, however, the supply of money loans is only remotely related 
to the supply of savings. The commercial banking system is responsible 
for the major part of the supply of money in the country; about 90 per cent 
of the country’s payments are made by drawing upon check deposits in 
the banks. Commercial banks usually lend money by setting up new 
deposits in favor of the borrowers, on the basis of the borrowers’ promises 
to pay backed up by such security .as is mutually agreed upon. But the 
banks’ ability to lend is not limited to the deposits of cash left with them 
by the pi^blib, for the banking system as a whole has the power to create 
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deposits in exchange for promises to pay and other securities. The supply 
of loans,, therefore, depends very largely upon the willingness of the banks 
to create deposits, or, what amounts to the same thing, upon their willing- 
ness to hold securities and other assets. 

The willingness of the banks to hold securities and other assets depends 
not primarily upon the rate of interest but largely upon business condi- 
tions and the state of bank reserves. Every deposit on a bank's books repre- 
sents a potential demand for cash. Since cash earns no interest, banks 
usually attempt to hold as large a proportion of their assets as possible in 
the form of securities and other earning assets. They are, of course, re- 
quired by law to maintain certain cash reserves. If both the banks and the 
public feel that business is good and getting better, the banks may be 
willing to increase their loans by creating new deposits. If the banks—or 
the banks and the public— feel that business conditions are uncertain, or 
that they are almost certainly going to be worse, then the willingness of 
the banks to lend diminishes. They will not increase the volume of loans; 
rather, they will try to accumulate cash, in order to meet such emergencies 
as a general withdrawal of cash for hoarding by depositors, or adverse 
clearing balances with other banks. 

From these considerations, therefore, it can be stated that the supply 
of loans is dependent upon the liquidity preferences of the hanks and the 
public. ^Liquidity preference is the preference for cash, the most liquid of 
all assets, over other assets such as promissory notes, stocks, bonds^ or real- 
estate mortgages. 

The liquidity preference of a bank can be satisfied only with the kind 
of money which will meet the bank s obligations to other banks and to the 
public. A bank s obligations to other banks arise because it has itself bor- 
rowed from other banks or has accepted deposits of other banks placed 
with it, or because it must meet the payments of checks drawn on it which 
have been deposited with other banks. These interbank debts can be set- 
tled only with money generally acceptable to banks. This money is, ulti- 
mately, either claims ‘ upon the Federal reserve banks or currency. 

The liquidity preference of the public can usually be satisfied either 
with demand deposits or currency. However, in times of great uncertainty 
che confidence of the public in the banks diminishes and many people 
demand currency. 

Liquidity preference of the public arises from three motives for holding 
money. (1) Money (usually demand deposits) is held because receipt and 
disbursement of income of both individuals and businesses are not simul- 


^ See Chap. 10. 
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taneous. The larger the volume of the national or individual income, the 
larger the volume of money likely to be tied up in bridging the, gap be- 
tween receipts and expenditures. (2) Money is held to provide for unfore- 
seen contingencies, such as being called upon to pay debts or to meet a 
sudden emergency like an accident. (3) Money is also held for speculative 
purposes. When, for example, a person expects the prices of some of his 
assets to fall he will try to convert them into cash and will hold the cash 
until he is convinced that the market for those assets will fall no further 
or will possibly rise. One thousand dollars in cash is always $1,000, but 
$1,000 worth of United States Steel common stock today may be worth 
$800 next month. 

When both the banks and the public show a marked increase in liquid- 
ity preference, banks tiy to reduce their loans and investments in order to 
increase their reserves and claims on otlier banks, and the public either 
holds bank deposits without using them or actually converts its bank 
deposits into currency. The net result of a dominant liquidity preference 
is a dumping of assets on the market. 

The supply of loans is inversely related to liquidity prefei^ence: when the 
liquidity preference of the public and the banks rises, the supply of money 
available for loans tends to fall. However, liquidity can be purchased only 
at a price— the price of interest sacrificed by holding money rather than 
those assets which bear interest. Banks and other lenders are more willing 
to convert money into other assets (i.e., make loans) at higher than at lower 
rates of interest. Thus, the volume of loans is dependent at any one time 
upon the willingness of lenders to give up liquidity. 

Just as the supply of loans is not necessarily dependent on saving, so the 
demand for loans is not necessarily dependent upon investment. Borrowing 
may be either for consumption or for investment. The demands for invest- 
ment loans, which predominate in normal times, depend upon the value 
of the marginal product of the capital secured by means of the loan. If a 
farmer expects that by borrowing $100 for fertilizer he can add $125 to 
the value of his next crop, other things remaining the same, then a loan of 
$100 will yield a return of 25 per cent. If loans can be secured for 6 per 
cent, it would clearly pay to borrow $100 for fertilizer. If a second $100 
applied to feitilizer would yield 15 per cent, it would still pay to borrow 
a second $100 at 6 per cent. It will pay to borrow funds and use capital 
up to the point where the last unit yields as great a price as its cost, 
or where the prospective marginal rate of return equals the rate of interest. 
If the farmer finances his ow;n\ operation, Jthe principle is the same, for the 
farmer may be considered tp-be lending to himself. (On the other hand. 
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the demand for loans for consumption at any time is also influenced by 
the rate.,, of interest but consumers are concerned with their own time- 
preference rates rather than with the marginal productivity of capital In 
a nation of spendthrifts, the rate of interest would be influenced more by 
the demand for consumption loans, both private and public, than by the 
marginal productivity of capital.) 

There are many types of investment, each yielding income in a different 
manner. The simplest type, such as the one just illustrated, is that which is 
expected to return its cost and its income in one year s time. Still another 
type is that which is expected to yield its return perpetually, e.g,, an in- 
vestment made to drain land for, farming. Others, like investments in re- 
forestation or fruit-tree planting yield nothing for a time and then yield 
an income over a period of years. Still others, like investments in buildings 
or machinery, may yield income at once and steadily over a period of years. 
Although these cases are more complicated than simple one-year loans, 
the principle applicable is still the same: equilibrium for the investor is 
achieved when tlie marginal rate of return is equal to the rate of interest, 
(The equilibrium rate of return in the case of a stream of income is that 
rate which yields a present value of the prospective receipts equal to 
the value of the investment required to secure it.) 

Thus far it has been shown that interest rates are both influenced by 
and themselves influence saving, investment, the demand for money loans, 
and their supply; and that the supply of loans depends upon the liquidity 
preference of the public and the banks. It is only for convenience, there- 
fore, that the supply of and demand for money loans are considered to deter- 
mine interest rates, since these forces are not independent hut are the result 
of many other forces operating in the economy. The equilibrium structure 
of interest rates in the modern economy equates (1) the demand for and sup- 
ply of money loans of all types, and (2) the preference for holding other 
assets with the preference for holding cash. These relationships in which 
the rates of interest have a predominant role lead to some conclusions about 
a modern economy which are strikingly different from those applicable to 
a simple economy. 

Suppose, for example, that in a simple economy investment falls off. The 
rate of interest will fall, people will save less and consume more, and a 
new lower level of interest rates will result On the other hand, if invest- 
ment falls off in tlie modern economy, the reaction is not so direct or simple. 
As investment falls off, the demand for loans will probably fall. If the re- 
duction in the demand for loans is looked upon by the banks and private 
investors as a sign of approacli:ipg bad business conditionsf, both investors 
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and banks will probably undertake to become more liquid, reducing their 
loans and investments to get money. If this movement toward liquidity is 
general enough the level of interest rates may rise instead of fall, because 
an increase in liquidity preference results in a decrease in. the supply of 
loans. People may attempt to save the same amount as before, especially 
if the level of interest rates does not change or even if it rises. But the 
economy as a whole cannot increase its savings, because investment has 
fallen. The eflFect of maintaining savings must be to reduce incomes of 
others in the economy, since the decline in investment means a reduction 
in income of those whose income is dependent on the manufacture of 
capital goods. Finally, then, if savers attempt to maintain or to increase 
their saving, the net effect upon the economy as a whole must be a com- 
bination of (1) reduced saving and more dis-saving (drawing down of sav- 
ings) on the part of those whose incomes are reduced (such as workers out 
of jobs and shopkeepers with reduced business), and (2) involuntary invest- 
ment on the part of those who bought goods expecting to sell them but now 
find them left in inventory. A decline in investment in the modern economy, 
therefore, does not necessarily bring about a reduction in the rates of 
interest, just as an increase in investment does not necessarily bring about 
an increase in interest rates. 

A COMBINATION OF THE THEORIES OF INTEREST 

All persons may use the money in their possession for any or all of the 
following purposes: (1) to buy commodities, (2) to buy securities (to make 
loans), or (3) to satisfy their desire to hold money as such. Whether or not 
they buy commodities is partly influenced by their time preferences. 
Whether or not they buy securities is greatly influenced by their willingness 
to give up liquidity—demand deposits or hoards of currency. At any given 
time, there must be a balance among these uses for money. 

Prices serve to maintain this balance. At any level of the national income 
and of interest rates, the demand for and supply of goods and services will 
be equated by their prices. The amount of money people will hold to sat- 
isfy transactions and precautionary motives is likewise determined when 
the prices of goods and services are established, since this amount is de- 
pendent upon income and all prices but interest. For each possible level 
of national income there is (1) a schedule of amounts of money people are 
willing to lend at various rates, and (2) a schedule of amounts which people 
are willing to ‘borrow at various rates (on the basis of productivity calcu- 
lations for production loans and time-preference schedules for consumption 
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loans). Interest rates therefore are not determined by the amount of money 
people use for dealing in goods and services, but by the supply of and de- 
mand for money loans. The amount of money people do not wish to devote 
to transactions and precautionary motives becomes the source of supply 
for money loans. Supply and the demand for such loans thus determine 
interest rates. 


The Sfrucfure of Interest Rates 

Up to this point in the discussion it has been implied that all interest 
rates move together; rates on different types of loans have not been dis- 
tinguished. If all loans were riskless and cost nothing to make, there would 
probably be only one interest rate. In reality, there are many rates in the 
loan markets, and these depend, among other things, upon (1) the security 
pledged, (2) the length of loan, (3) the degree of liquidity of the loan, and 
(4) the type of borrower. The separate effects of these various considera- 
tions upon interest rates are almost self-evident; however, they are all at 
work together so that the effect of any specific one cannot be determined 
easily. 

Two types of loan identical in every other respect may carry different 
rates of interest if the borrower for one has better credit than the other. 
Thus, as between a 20-year railroad bond of the highest type and a 20- 
year United States government bond, one would expect the latter to carry 
a lower rate of interest The risk of default on a bond issue of the United 
States government is nil. 

The length of the loan contract also influences the rate of interest. A 
long-term loan carries considerably more risk of depreciation in value 
should the level of interest rates change than is true in the case of a short- 
term loan. Suppose one has paid $1,000 for a 20-year bond paying 2 per 
cent interest, or $20 per year. If the rate of interest paid on similar bonds 
issued some years later should be 3 per cent, then for $1,000 it would be 
possible to purchase an income of $30 a year. This would cause the market 
value of the 2 per cent bond to fall until it yields 3 per cent; i.e., its price 
would fall to about $667. Hence, the holders of long-term securities are 
always subject to the risk of unfavorable changes in the market price of 
their securities if the rate of interest rises above the contract rate. In con- 
trast, a 'call loan,'- one which may have to be repaid on a few hours' no- 
tice, carries virtually no risk of depreciation because of changes in interest 
rates, because it can be called and reloaned at a new rate almost immedi- 
ately. The short-term lender may restudy the financial position of the 
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borrower, tiie adequacy of the collateral, the degree of liquidity of the ' 
loan the state of the loan market, and other pertinent facts at ^frequent 
intervals. Therefore to induce lenders to buy longer term securities, bor- 
rowers must offer higher rates of interest. 

Furthermore the liquidity of loans influences interest rates and some- 
times results in extreme differentials. Other things being the same, a more 
saleable security carries a lower rate than a less saleable one. Thus given 
two loans with the same length of term and same degree of risk, the one 
having the readier market will tend to carry the lower rate. ^ 

Finally, interest rates must be considered to include the costs of knding, 
since virtually all interest rates include costs other than “pure interest 
Banks maintain buildings, pay salaries to officers, investigate the credit o 
potential borrowers, and, in general, they must meet the expenses of an 
operating business enterprise. The rates charged must of course include 
these expenses if lending is to be carried on. Likewise, in the buying an 
selling of securities some costs of the transactions are borne by brokers 
or other intermediaries; these affect the interest rates paid received by 
borrowers or lenders, and often are taken into account in the bid and asked 
prices of the securities. In the smaU-loan business, these costs of lending 
maintaining offices, investigating cUents, keeping accounts, collecting from 
cHents whose payments are overdue, and taking possessmn of collatera^ 
contribute to the high rates of interest charged. The distressed financia 
position of most of the customers of smaU-loan businesses, on the other 
hand, has encouraged many lenders to exploit their need by charging ex- 
cessive rates, a consequence of which in most states has been the enact- 
ment of legislation limiting personal-loan rates. 


The Government and Interest Rates 
The supply of loans, it has been shown, is determined by the willingness 
of lenders to offer money for securities. If nonbank lenders are amply sup- 
plied with money and if commercial banks have large excess reserves, *eu 
willingness to lend should be strong, since money yields only hquidity, 
whereas securities yield some income in the form of interest. In recent years 
the government has directly or indirectly dominated the loan markets. It 
has adiieved this by pursuing a poUcy which has kept.the banks adequately 

supplied with reserves. “ 

The mechanism by wliich the Treasury and the Federal Reserve System 
can keep the banking system and business community in a highly h(^id 
state h^' been , explained, in . .die; money and banking. The 
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government has seen to it that the banks have been in a position to meet 
all demands for loans. The Federal Reserve System, in addition, supports 
the market for government securities by standing ready to buy at any time 
when prices fall too low, thus maintaining low interest rates. So powerful 
and pervasive has been the government’s influence in recent years that 
there is not much doubt that it has dominated the level of interest rates, 

Inferesf and Capifalizofion 

When the supply of money available for loans increases, other things 
remaining the same, the rate of interest will tend to decline. Since the 
supply of money available for loans is simply the demand on the part of 
lenders for securities, an increase in this supply is likely to raise the price 
of securities. 

The value of any income-bearing right is dependent upon the going 
interest rates. If a machine is estimated to yield $50 per year (over and 
above the amount necessary for maintenance and depreciation) its value 
can be determined by equating this yield with the interest rate on desig- 
nated securities. If a security paying $50 per year for tire same period as 
the estimated longevity of the machine is selling for $1,000, then the ma- 
chine may be valued at $1,000 on the basis of the income it is expected to 
yield. It is not practicable, of course, to ascertain the market value of a 
security comparable to every property right to receive income; and for 
a great many rights no comparable secirrity may be found on the market. 
Nevertheless, it is possible to treat every income-bearing asset as if a 
security comparable to it were priced by the market. Suppose, for example, 
that a person held a two-year contract for a small dovmtown parking lot 
estimated to yield a net profit of $1,000 per yeai’. If he wished to convert 
this two-year contract into money at once, he might sell the contract to 
someone else. How much would it be worth? The value of the contract 
would depend, assuming the return of $1,000 per year to be virtually a 
certainty for tv^o years, upon die return the buyer requires on his invest- 
ment. If the buyer were not content with less than 10 per cent, then the 
value of two $1,000 payments— one at the end of each of the two succeed- 
ing years— could be calculated. A sum of $909.09 invested for one year at 
10 per cent will yield $90.91, and a sum of $826,446 invested at 10 per cent 
compound interest for two years will yield $173,554. The sums invested 
plus the interest yield amount to $2,000. Therefore, if the buyer wishes to 
earn 10 per cent on the right to receive two $1,000 payments, one in one 
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year arid one in two years, he will pay $909.09 plus $826.45, or $1,735.54 
for the privilege.® ^ 

In actual practice, the purchase of an income-bearing asset is not simply 
a matter of determining what rate of interest should be applied to the sums 
due in the future. Purchasers of business property, securities, or any durable 
agents of production must take into account not only the appropriate in- 
terest rate, but also must consider the risk that the expected future pay- 
ments may materialize only in part or not at all. Interest return encourages 
investment but is often outweighed by fear of lowered rates or business 
failure. 

The process by means of which present values of payments due in the 
future are linked with interest rates provides the mechanism for connecting 
the time preference of individuals with the prices of income-yielding assets. 
The higher a personas time preference, the higher will be the implicit or 
explicit rate with which he discounts (finds the present value of) payments 
due in the future, and the lower the price he will oflFer for rights to receive 
payments in the future. In other words, higher time preference seeks higher 
future returns and lower present prices for rights to income. 


The Function of Interest 


To the borrower who must pay interest on his loan, interest is a burden 
which he would prefer to eliminate. Yet interest, like any other price, per- 
forms a function of allocating economic resources. Interest allocates expen- 
ditures between consumption goods for current consumption and capital 
goods which serve to increase consumption in the future. When resources 
are used to make capital goods, the capital goods are expected to yield a 
net return equal to or greater than the going rate of interest. Thus, while 
current consumption is restricted by the process of capital formation, a 
greater supply of consumer goods is made available in the future than 
would otherwise have been possible. 

Moreover, interest also restricts the production of capital goods to those 
types which will yield a relatively great supply of goods in a short period. 
Between two machines, each costing (having a capital value of) $10,000, 
and each capable of producing the same value of products, one may pro- 
duce this value within 1 year while the otlier may produce it only over a 

sThe process of finding a present value for future payments uses the compound- 
interest formula P = S n, . P is the present value sought, S is the future pay- 

ment, f is the interest rate, and n is the number of years which must elapse before the 

. sum’is ’p^y^ble.' .'V •, v- , 





INTEREST 


445 


period of 10 years. The cost of interest thus dictates the selection of the 
former machine. 

If interest rates are high, only those capital goods will be built which, 
for a given state of technology, result in the greatest increase in productivity 
in the shortest possible time. The volume of capital formation— and the pro- 
portion of resources devoted to the production of capital goods— will there- 
fore be limited. At high interest rates only capital goods of high produc- 
tivity will be produced, whereas low interest rates permit the building of 
capital goods which increase productivity only slightly. Since there are 
always more opportunities to use such goods, the total amount of capital 
formation or investment at low rates of interest is likely to be greater tlian 
at high rates. 

The different interest rates also play a part in allocating loans among 
different types of borrowers. If people prefer to anticipate income by buy- 
ing automobiles, homes, and other goods on installments, the rates on loans 
for these purposes will tend to rise and lenders will be attracted to this 
type of business and perhaps away from financing the production of pro- 
ducer goods. Or, if lenders indicate a strong preference for safe, long-term 
securities, the demand for securities of this type will result in lower interest 
yields (higher prices) for this type of security. 

SUMMARY 

Capital, which consists of produced means of production, is demanded 
beeause it increases the productivity of the combination of factors in which 
it is used. Capital formation, however, requires under conditions of full 
employment some restriction of consumption below what it otherwise 
would be. People are willing to resti'ict consumption voluntarily, or to save 
beyond a certain point, only if they are promised a premium in the future 
for goods sacrificed in the present. This is because most people have a 
positive time preference, which is a preference for present goods over the 
same goods in the future. 

Both time preference and the productivity of capital are measured by 
interest rates, which are expressed as a per cent per period of time on the 
capital sum (almost always measured in money). 

In a modern economy, interest rates are the prices of money loans estab- 
lished in the markets for such loans. Interest rates are, therefore, deter- 
mined primarily by the supply of and demand for money loans. The sup- 
ply of such loans depends not upon saving, but upon the willingness of 
lenders to give up liquidity by making loans or buying securities. The de- 
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mand for loans is determined by the marginal productivity of capital at 
the level of national income prevailing or expected, and by the time prefer- 
ences of individuals seeking consumption loans. The level of saving depends 
upon the level of national income much more than upon interest rates, 
although individual savers are undoubtedly influenced by interest rates. 

Interest rates on different types of loans are influenced by such factors 
as liquidity, security, length of the loan, and cost of lending. Because these 
aspects of different types of loans have unequal effects, the structure of 
interest rates in an equilibrium state will show different rates for different 
types of loans. The yields on old loans will be adjusted to those on new 
loans of the same type by changes in the capital value of outstanding 
securities. The capital value of securities outstanding will fall when interest 
rates for new securities of the same type rise, and the capital value of old 
securities will rise when the interest rate on new securities of the same type 
falls., "'y . . 

The primary function of interest rates is to ensure that the future output 
of goods resulting from the use of capital is sufficiently increased to com- 
pensate for the restriction of consumption which may be involved in the 
building of capital goods. Varying ra.tes for different types of loans serve 
to channel loans into those lines most preferred by consumers, as evidenced 
by their demands for consumer goods. 


CHAPTER 


Rent 





The prices of the productive services of resources which are, for any 
problem under consideration, fixed in supply are called rents. Rent by this 
. definition departs from the common usage, as in "renting'" a house or apart- 
, ment, a dinner jacket, or an umbrella at tire beach, in which rent is taken 
to be a periodic payment for the hiring of some object. However, this or- 
' dinary meaning of rent is inadequate for classifying the prices of productive 


services 


them. 


oes m terms of the supply characteristics of the sources which yield 
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One may rent an apartment for which the lease contains the guarantee 
that maid service as well as electricity, water, and gas will be supplied by 
the management. The rental then includes costs for public-utility charges, 
and for other goods and services. Out of it must come part of the salary 
of the manager, part of the taxes, some of the maintenance cost of the build- 
ing, and possibly some of the interest and amortization of the invesfenent, 
to say nothing of profit for the entrepreneur-owners. It is obvious that the 
productive services compensated by payment of the rental are not simply the 
services of resources in fixed supply. Furthermore, ordinary usage makes 
a sharp distinction between owned and rented property. The man who 
lives in a house which he owns seldom regards himself as paying rent on it, 
yet for many purposes it is desirable to impute a rent to property used by 
the owner. (This is now done in making estimates of national income.) For 
purposes of economic analysis, therefore, the ordinary meaning of rent is 
insufficiently defined: "rent” is used here as the piice of resources which 
are in fixed supply. 

In the development of economic studies, the modern theory of rent typi- 
cally received its greatest impetus during a period of economic upheaval. 
The Napoleonic blockade restricted the shipment of grain to Britain and 
grain prices and therefore the price of bread rose to high levels, causing 
widespread hardship. The price of wheat in England rose rapidly after 
1794, and by 1801 had reached three times the 1794 price. For a number 
of years thereafter, the price of wheat remained abnormally high in rela- 
tion to its prewar level. Many English reformers and agitators attributed 
the increase to the avarice of the landowners who raised their rents. 

David Ricardo, a businessman turned economist, published in 1817 his 
Principles of Political Economtj and Taxation, setting forth among othei 
things the so-called Ricardian theory of rent Ricardo maintained that rent 
was not the cause of high wheat prices, but, on the contrary, rent was the 
result of these prices,^ This conclusion was partly responsible for the repeal 
in 1846 of the Corn Laws, which had been Britain s instrument of agricul- 
tural protection. The British market was then opened to cheap grain from 
abroad. An examination of the causes and consequences of rent, the topic 
which so excited early nineteenth-century England, can proceed from this 
point. 

Land is traditionally regarded as the source of productive services fixed 
in supply. Although this was never strictly true, land nevertheless repre- 

1 Although Ricardo is generally credited with developing the rent doctrine, lie was 
in fact preceded by a Scotch farmer named, Anderson in 1777, and by T. R, Malthas 
and David West in 1815, 
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sents a source of productive services which in the long run comes closest ^ 
to being fixed in supply. The land area of the world is virtually fixed in 
amount, and the additions to it have been relatively insignificant. However, 
even in the long run not all sources of productive services which are fixed 
in supply need be land, and all land is not necessarily fixed in supply. Im- 
provements to land are made which are almost as pennanent as land itself, 
such as drainage systems, sea walls, etc. These should properly be consid- 
ered to be a part of the land itself, once they are made. On the other hand, 
land is subjected to wastage through overcropping and erosion: thus, it is 
incorrect to regard land in all its aspects as a fixed source. 

In the analysis of long-run economic px'oblems, the term rent may be 
considered to be the price of the services of land, after deducting expenses 
required to maintain it in what is held to be its original condition. If the 
price is actually paid to the owner by the user, he receives explicit rent, 
and if the owner uses the land himself, he receives implicit rent. The 
amount of implicit rent is the price which would be paid to the owner for 
the services of the land alone if it were actually leased to another user. 

Although the outstanding characteristic of land is its fixed supply, which 
makes its services available whether any price is paid for them or not, 
rents ar^ nevertheless dependent upon the forces which are central to the 
marginal productivity theory. If land is scarce in relation to the demand for 
it, it must be used economically. To economize on the use of land, one 
must (1) choose that use for any given piece of land which yields the 
highest return, and (2) in that use, combine the land with other factors up 
to a point where the value of the marginal product of the land is equal 
to the price of its services, or rent. 

To illustrate the economical use of land, suppose that the number of 
units of land cultivated is varied in proportion to a given combination of 
labor and capital (men, machinery, and fertilizer). The cost of labor and 
capital is assumed not to vary with the type of product (oats, wheat, and 
corn) produced. In accordance with the law of diminishing returns, as more 
land is used with a given amount of labor and capital, the value of the 
marginal product falls; for the greater the amount of land per unit of labor 
and capital, the less effective will be the cultivation. 

Under the returns assumed in Table 45, the growing of wheat yields 
the highest returns; however, it is not clear which amount of land in com- 
. bination with the labor and capital would be most advantageous. If good 
k , farm land were so abundant in a given location that it could be had only 

. for the taking, then the farmer would maximize the return of his labor 
and capital by using large ^htitieS'.crf land in proportion to them. In the 
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present example, he would use up to six units of land and so he would 
equate the price of land, which is nothing, with its marginal product. How* 
ever, if the land were so scarce that some people would be willing to pay 
for the use of it, the equation would change. If the prospective farmer offers 
anything over $50 for the services of one unit of land, the owner will rent 
it to him, since by giving up one unit of land the owner’s total product is 
reduced only by $50. If all land were of the same quality and all the peo- 
ple who wanted to farm could obtain at $50 per unit all the land which 
they want at that price, then $50 per unit would be the price for the serv- 
ices of such land. Supply would be equal to demand at that price. 

Table 45 VARIATIONS IN THE PRODUCT OF LAND WITH DIFFERENT 
COMBINATIONS OF FACTORS 


Number of units 

Return in oafs 

Return ia wheat 

Return in corn 

of land used with 

Value of 

Value of 

Value of 

Value of 

Value of 

Value of 

fixed amount of 

total 

marginal 

total 

marginal 

total 

marginal 

labor and capital 

product 

product 

product 

product 

product 

product 

1 

$125 

_ 

$250 

— 

$187.50 

— 

2 

225 

$100 

450 

$200 

337.50 

$150.00 

3 

300 

75 

600 

150 

450.00 

112.50 

4 

350 

50 

700 

100 

525.00 

75.00 

5 

375 

25 

750 

50 

562.50 

37.50 

6 

375 

0 

750 

0 

562.50 

0 


It makes little difference whether the demand for land is met by renting 
or purchase. If land were not scarce, no amount would be paid for it. If 
it is scarce and people are willing to pay something for its services, they 
may do so by paying an explicit rent for the use of land, or they may pur- 
chase the land outright, paying a price for title to the land which reflects 
the explicit rent that would have to be paid otherwise.- 
The foregoing discussion of rent has a number of applications of con- 
siderable importance. It will be observed that rent comes into existence 
because land is scarce relative to the demand for it; the existence of 
rent makes titles to land valuable. The course of American history dra- 
matically verifies this fact. The United States began its national history 
under conditions in which land was the principal economic asset. As 
the eastern seaboard increased in population, the demand for land rose 
and made it more valuable. People who wanted land for farming— and 
until comparatively recent times the country was predominately agricuT 
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tural—liad the alternative of renting or buying land in the east at high 
priceSj or moving westward to buy up cheaper land or homestead on vir- 
tually free land. Moreover, people with money available bought land and 
sold it later as the country filled up at greatly increased prices. Thus an 
almost irresistible economic force drove the nation westward, a force which 
such minor obstacles as Indian troubles and the loneliness and hardships 
of life in an unsettled country did little to check. 

Because of the great amount of cheap land, agricultural pT’actices grew 
up which amazed European travelers in this early period and which even 
today stamp American farming as unique in some respects. The most 
economical combination of productive services was, because of much land 


and small cost, one in which the services of land were large in proportion 
to the services of the other factors. Travelers constantly commented on the 
''wasteful” practices of American agriculture, particularly in newly settled 
areas; stumps were not removed from newly cleared land, plowing was 
haphazard, natural manure was allowed to go to waste, and little atten- 
tion was paid to preserving or improving the soil. In consequence, crop 
yields per acre were often small in comparison to the yields from more 
intensive European cultivation— but the yields per. man were higher. 

The "wasteful” practices of early American agriculture can be explained 
in terms of cheap land and expensive labor: relatively more land and less 
labor were used in the combination because it paid to push the use of 
land to a lower point on the marginal productivity schedule, the piice of 
land being lower here than abroad. Even today, western Europe produces 
a higher physical yield per acre in basic grain crops because it employs 
more labor per unit of land, the services of land there being higher in 
price relative to the prices of labor and capital services. Rents are much 
higher relative to wages in western Europe than they are in the United 
States. 



DIFFERENTIAL RENTS 

It has thus far been assumed that all land is uniform in productivity. But 
all land, even agricultural land, is of course not the same. Different pieces 
of land vary in fertility, in topography, in location relative to markets, and 
in many other ways. Because of these differences, the productivity and 
therefore the rents of various pieces of land are different. 

For purposes of explanation, it may be assumed that there are four grades 
of land in a given area, which differ only in fertility and that they are all 
most advantageously , used for lowing wheat Suppose that a variable 
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number of units, each consisting of a given amount of labor and capital, 
are used ifith a fixed amount of each of the four grades of land. The 
results are shown in Table 46. 

Table 46 DIFFERENCES IN THE YIELD FROM LAND 


Value of Marginal Product 


Labor-capifa! units 
applied to a fixed 
amount of land 

Grade 1 land 

Grade fl land 

Grade Ilf land 

Grade IV land 

1 

$50 

$40 

$30 

$25 

2 

45 

35 

25 

20 

3 

40 

30 

20 

15 

4 ' 

35 

25 

15 

10 

5 

30 

20 

10 

5 

6 

25 

15 

5 

0 

7 

20 

10 

0 

- 5 

8 

15 

5 

- 5 

-10 

9 

10 

0 

-10 

-15 

10 

5 

-5 

-15 

-20 


In this example the price of wheat is assumed to be given, and the price 
per unit of labor and capital is set at $30. Up to five ixnits will be used on 
grade I land because the value of the marginal product exceeds $30— the 
price of the unit of labor and capital— up to the point where five units are 
used. Three units of labor and capital will be used on grade II land, and 
by the same calculation only one on grade HI land. It will not pay to culti- 
vate the poorest grade of land at all because less than the outlay of $30 is 
returned for even the first unit of labor and capital. The total cost of labor 
and capital services is $150 on grade I land, the total return being $200. 
Considering only the use of labor and capital on the land, the difference of 
$50 between cost and return can be attributed to the land as rent Likewise, 
the rent on grade II land will be $15. Grade III land, which is just able to 
return the cost of labor and capital used on it (one unit at $30), yields no 
rent although it is cultivated. Grade IV land will also yield no rent, because 
of course it cannot be cultivated “without loss. In this way, then, differences 
in the productivity of land give rise to differences in rent. It has become 
customary to identify that grade of land which it barely pays to cultivate 
(grade III land in this example) as the extenshe margin of cultivation, and 
the last unit of productive services which it pays to apply to land of better 
quality the intensive margin of cultivation (the fifth unit of labor and capi- 
tal used on grade I land, and th0 third on grade II land in tliis example). 
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I£ the price of wheat should rise, the value of the marginal product of 
capital and labor employed on all grades of land would increase. Assuming 
that the price of capital and labor remains the same, more units of capital 
and labor would be used per acre of land; and the rents would increase. 
As rents increase, the purchase price which must be paid for the land 
itself (the capitalized value of the rents) also increases. Moreover, if the 
value of the marginal product of grade IV land is raised to $30 or more, 
it will now become desirable to cultivate it. When the prices of agricultural 
commodities remain high for any considerable period of time, such land 
will be brought into cultivation. This process was observed during both 
world wars. However, if landowners attempt to charge tenant-farmers 
more than the differential return from the land they cultivate over the 
return on the extensive margin, tenants have the option of moving to 
no-rent land. The existence of such land is, of course, obscured by the fact 
that something must almost always be paid by tenants for farm lands of 
even the poorest quality, but such payments often consist of nothing more 
than a price paid for the hire of buildings, tools, and equipment furnished 
by the landowner. 

Perhaps the most striking illustration of differential rents is found in 
urban rents, which arise primarily from differences not in the fertility of the 
land but from its location. The concentration of people in downtown areas, 
at least during the daytime hours, makes certain areas particularly attrac- 
tive for business purposes. The number of persons passing various store 
sites has a direct bearing on rent differentials in a retail business area. 

Sites in certain districts in cities have high values because of the large 
volume of business which is transacted, proximity to transportation facili- 
ties, and because of the limited number of sites with such advantages. The 
most valuable feature of such business properties is space in a particular 
location, and since space is limited, every effort must be made to substitute 
relatively more of other productive services for the services of land. Thus 
the skyscraper represents an extreme substitution of labor and capital re- 
sources for land. For buildings located on a limited and valuable amount 
of land, many additional floors can be built before the value of the mar- 
ginal product of capital (building facilities) is reduced to the cost of such 
capital. Diminishing returns will apply to the application of capital to 
land in this way, however. As buildings extend higher a given amount of 
capital will provide progressively less space because of pyramid-form con- 
struction; furthermore, space on all floors is reduced and costs for each 
floor increased because heavier foundation, walls, and frames and the in- 
stallation of elevators is, required after certain levels are reached. 
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Downtown districts in cities are generally the most valuable, attracting 
stores, office buildings, theaters, and hotels, businesses which have the 
largest earning capacity from the space available. In many cities, the earn- 
ing capacity of some apartment houses is apparently next after office and 
store bhiidings, and indeed such houses are in large part valuable because 
of their nearness to downtown stores, offices, and theaters. Farther out 
from the downtown districts, located in conjunction with highway, rail- 
road, and water transportation portals, are found warehouses, light manu- 
facturing industry, and then heavy manufacturing. Land in these districts 
of the city yields considerably more rent for these purposes than for 
residential use or for farming. Beyond the manufacturing district, and 
often on the side of the city opposite from the principal manufacturing 
area, are found residential areas which bring higher returns in this use 
than in farming. These residential areas merge into the suburbs, where 
truck gardens and nurseries specializing in the city trade are often inter- 
mingled with residences. 

The pattern of urban rents is complicated by zoning restrictions, histori- 
cal accident, and the revolution in local transportation brought about by 
the motor vehicle. Zoning restrictions are an administrative allocation of 
total space within a district for various uses, and therefore often limit the 
use of specific locations for purposes which would bring higher rentals. In 
many business districts there may be found single-family residences still 
occupied despite offers from business to buy the properties. Factory and 
residential districts are often mixed. Residential districts in rapidly grow- 
ing cities often engulf farms. 

QUASI RENT 

The discussion of the rent of land alone has been undertaken thus far 
because land and permanent improvements to land represent sources of 
productive services which are fixed in supply under long-run conditions. 
In the short mn, however, the sources of many other types of productive 
services may be considered to be fixed in supply and the prices for such 
services may be determined in a manner similar to that for rent. Prices of 
services in fixed supply other than the services of land are termed qmsi 
rents because the rent analysis is also applicable to them. 

Capital facilities already produced represent probably the largest source 
of services whose prices in the short run are considered quasi rents. Once 
factories, machines, office buildings, or other types of capital facilities have 
been built, their services remain available during the period of their use- 
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fulness—wlietlier or not. the prices paid for their services reflect the going 
return on the cost of the capital invested. That is why the discussion of the 
short-run equilibrium of the firm indicated that the firm would produce 
so long as it earned any quasi rent, i.e., so long as it covered average 
variable cost. 

When an investment in capital facilities is first made, it is always ex- 
pected that it will yield at least the market rate of interest on the capital 
invested; and if commodities of a similar type do not yield at least such 
returns, no more of them will be built. That is why the long-run costs of 
the firm include depreciation and interest on capital; in the long run the 
firm must cover average total cost, not just variable cost. When investment 



is made in buildings or machines, however, it is committed almost irrevo- 
cably. For a considerable period of time the capital facility will render 
services, and it will do so regardless of its earnings. In short, it becomes 
for a time a source of a fixed supply of productive services of a certain Wpe. 

The price for the services of a machine or building already in existence 
depends upon the demand for its services, just as rent depends upon the 
demand for land as reflected in the .schedule of the value of the marginal 
product of land. Since machines and buildings are likely to be built for 
specialized purposes, the possibility of varying the proportions of the other 
services used in combination with them is small. In many cases it is there- 
fore impossible to determine a price for the services of a capital good vdiich 
is independent of the price for the other factors used with it. For example, 
if a machine were designed to be run by one man, the combination of labor 
with machine services could not be readily varied. Although the value 
product of man and machine working together is determinable, the price 
received for the machine services can be calculated only by deducting from 
the total product the cost of those services which can be independently 
priced. If man and machine add $10 per day to the value of materials and 
power furnished them, and if the mans wage is $5 per day, then the 
services of the machine must yield $5 per day. This return, of course, may 
be above, or below the current rate of return on the capital invested in the 
machine, and has*— at the time— no relationship to the supply of such 
machines. .. 

There is a minimum price, however, below which it will not pay to use 
any durable capital good already in existence. If the capital good is suited 
for one use only, and has no value in any alternative use, then it would pay 
to accept whatever price can be obtained for its services, since the alterna- 
tive is to obtain nothing at all However, most such capital goods have 
' 'some alternative ontlie future.. A machine, for 
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' example, may be sold for scrap, the price of which would set at least a 
iiiinimum price for the machine's semces; at any price below this it would 
pay to scrap the machine. A higher minimum price than the scrap value is 
usually set, nevertheless, because machines can be used either in the present 
or the future. If the machine depreciates through use, the price received 
for current use must at least equal the price which the owner expects could 
be received in the future (less the storage, maintenance, and interest costs 
carried from the present to the future period). Price expectations, however, 
are important; the owner of a machine who has some degree of control 
over the price of his product may not accept a current price which be 
considers too low for fear of spoiling his market, because he expects a 
higher price in the future. 

There is also the possibility of using the capital good for another than its 
original purpose both in the present and in the future. A building originally 
constructed for use as a factory might be used as a warehouse, or a store 
might be used for an office. All of these considerations—present and future 
prices in the same and alternative uses— usually result in the owner s placing 
a minimum reservation price upon the services of any durable capital good 
in fixed supply. Because reservation prices set on durable capital goods are 
sometimes higher than current prices, the capital goods are held idle, even 
though some income could be received for their use. 

Quasi rents apply not only to durable capital goods but also to human 
services. It has been emphasized that quasi rents are the prices for services 
in fixed supply. If the services of a person ai'e virtually unique, then they 
become for some time— for purposes of analysis— services in fixed supply. 
Thus, motion-picture stars command enormous prices as a source in fixed 
supply of productive services which, when translated into sound track and 
celluloid, have great box-oflice attraction. Similarly, the presidents of large 
corporations who have convinced their stockholders that they are uniquely 
responsible for the success of the company and who are in fixed supply 
command high quasi rents in the form of high salaries. During World 
War II many types of skilled workers had special skills vhich were in fixed 
supply and which commanded high wages. 

Quasi rents are not ahvays high, however. For many years the supply of 
vaudeville performers' services was virtually fixed, but since there was little 
demand for vaudeville entertainment, performers' earnings were low. It is 
the fact of fixed supply which gives rise to quasi rents; supply being fixed, 
demand is the important determinant of the amount of quasi rent. Of course, 
in tlie long run the supply of factors yielding quasi rents can be changed, 
and the prices for .their services- reflect long-run' supply and demand. Thus 
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the supply of capital facilities or skilled workers is adjusted to demand in 
the long run, whereas in the short run the supply is fixed. 

RENT AND COST 

Under what conditions is rent a cost? From the point of view of an 
individual firm which requires the services of land, the firm, must either pay 
a rent or pay a purchase price for the land which reflects the value of its 
marginal product. Rent is clearly a cost to a firm which must pay it or do 
without the services of land. Assuming that the competition for the space 
is among firms operating under purely competitive conditions, the firm 
must match the rent which another firm might earn by using the same 
space, and in this way the space is utilized to the best advantage from the 
standpoint of the market demand. If the user owns space, he must earn the 
competitive rent or else it would pay him to rent it out or sell to someone 
else. If one firm can conduct its business much more advantageously in a 
certain space than any rival in the same line, then by paying a rent equiva- 
lent to that offered by its rivals the firm will yield to the entrepreneur a 
"rent’’ of superior enterprise, or profit, which other firms do not enjoy. 
This rent of enterprise can be considered to be in the class of quasi rents 
for rare ability, and would represent a surplus. 

This reasoning may be applied in the same way to the returns from 
land devoted to producing different crops. A given area of land devoted to 
oranges might yield $25 per acre; and its next most advantageous alterna- 
tive use might be for truck gardening yielding $20 per acre. The excess 
return over the next highest alternative use, $5, represents a rent to orange 
growing; it is a surplus in that it is a return in excess of the cost necessary 
to obtain the supply of land for orange growing. From the individual fruit 
grower, however, a landowner might be able to obtain $25 per acre for the 
use of the land, since growers would compete with each other for the 
privilege of using the land woith $25 per acre to them. Thus, while $25 
per acre may represent a cost to the individual grower, from the standpoint 
of assuring the use of the land for orange growing, $5 per acre is surplus. 

To sum up, all rent or quasi rent can be considered to be a surplus, i.e., 
a price not necessary to assure supply from the standpoint of society as a 
whole. However, rent is necessary to assure the use of productive agents in 
a particular industry, fox it represents an amount equal to the earnings of 
the agent in its next highest alternative employment in another industry. 
The difference between die eamfags of an agent in one industry and the 
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RENT ON THREE GRADES OF 


LAND 


GRADE fl 


grade:, I 


GRADE ill 


F D' 8' O' 

LABOR-CAPITAl UNITS 


UBOR-CAPfTAl UNITS 


UBOR-CAPITAL UNITS 


" (lower) earnings in its highest alternative employment can be considered 
to be a suifilus in the sense that it has no bearing upon supply. Finally, 
so far as an individual firm is concerned, rent equal to the price of the 
service of the agent in a competitors hands must be considered to be a 
part of the cost of the firm, since this price must be paid for the agent or 
earned by it to retain tlie service in the firm^s use. 

In considering the relation of rent to supply, it should be noted that rent 
performs the function of ensuring the allocation of productive agents to 
those uses which consumer demand values most. This function of rents in 
allocating resources can be performed in any kind of economy, of course, 
whether or not there is private ownership of land and durable agents of 
production. By ensuring that land and durable agents of production receive 
the highest possible rents under competitive conditions, an econoni}/ makes 
the use of land and durable agents conform with the demands of the 
public. Even a socialist state holding title to all land and durable agents 
of production must follo^y this principle if it aims to ensure production in 
conformity with the private demands of its citizens. 

The nature of rent is illustrated graphically in Chart 18. Each diagram 
represents a certain amount of a given grade of land in its most productive 
use. On all the diagrams, the vertical axis measures the amount of product; 
the horizontal axis, the number of units of a given combination of capital 
and labor applied to the fixed amount of land. The sloping curves, AB^ CD, 
and £F represent the values of the marginal products as more units of labor 
and capital in fixed combination are applied to a given amount of land of 
a particular grade. The horizontal lines YZ represent the cost per unit of 
product for the units of labor and capital. 
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The curves AB, CD, and EF all slope downward and to the right because " 
of the operation of the law of diminishing returns. As more upits of labor 
and capital are applied to a given amount of land, the addition to the total 
product resulting from the addition of the labor and capital falls off. The 
law of diminishing returns, therefore, accounts for the slope of the curves. 
Since the curves represent the values of the marginal products of the labor- 
capital units, their level depends upon the price of the product. 

Suppose, for example, that the price of the product is so low that the 
values of the marginal products are represented by EF, ET' and E''F" 
on the three grades of land. The labor and capital cost is OY per unit of 
product. Since the value of the marginal product nowhere exceeds its cost, 
the three grades of land will lie idle and none will yield any rent. Some 
grades of land may have some value but only because they are expected at 
some future time to yield rent. 

If the price of the product rises, the curves showing the values of the 
marginal products will rise also. When the curves CD, C'D' and 
represent the values of the marginal products, an entirely different situation 
than before results. It pays to use labor and capital on grade I land in 
an amount represented by OR, and on grade II land in an amount repre- 
sented by since the value of the marginal product exceeds the cost of 
the factors up to points R and R\ On grade III land, however, C"D" lies 
below at all points— the value of the marginal product nowhere exceeds • 
its cost— so that grade III land is not used. 

Now examine the effect on rent of an increase in the price of the product. 
It must be remembered that the area lying under the marginal product 
cuiwe represents the total product, since the marginal product curve repre- 
sents all additions to the total product, i.e., from no product upward. 
Obviously, the sum of all additions, from O upward to any point, must be 
the total product. The total cost, likewise, is measured by the area under 
the curve representing additions to cost, YZ, Y'Z', etc. The shaded areas for 
grade I and grade 11 land are, therefore, returns in excess of cost and are- 
under the conditions assumed-rents. Thus when prices are high enough, 
some land yields rent, and the best grades yield more rent than the 
lower grades. The poorest grades of land, represented by gi*ade III, 
yield no rent. It is true, therefore, that prices are not high because rents are 
high, considering the economy as a, whole, but that rents (and land values) 
are high because prices are high. . 

It may be shown finally what happens in overcrowded countries. When 
the values of the marginal products rise to tlie levels represented by AB, 
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and on grades I, II, and III land respectively, even grade III, 

the lowest ^rade of land, begins to yield rent (black-colored area), and 
the rent on grade I and grade II land increases (by the amount shown 
in the black-colored areas). 

If the three diagrams are considered to represent urban land, tiiey 
illustrate why tall buildings are built in downtown areas. If AB, A^B', and 
A"B" represent the values of the marginal products from applying labor 
and capital to urban land, it would be profitable to apply OS units of labor 
and capital to the best location, O'S' to grade II locations and to 

grade III locations. Since the level of the curve showing the values of the 
marginal product is highest for the best location, the amount of labor and 
capital (in the form of height of building, number of operating and main- 
tenance workers, etc.) which would be used with a given amount of land in 
this location is much greater than for other less productive locations, i.e., 
OS is greater than O'S', which in turn is greater than 


CHAPTER 21 

Profits 


Profits mean for most people, including businessmen, the return remaining 
from the receipts of a business after expenses have been subtracted. This 
conception of profits produces some interesting results which can, be simply 
illustrated. Suppose that two men, Jones and Smith, enter the retail grocery 
business, each selling over a year’s time the same volume of identical 
goods. Suppose furthermore that Jones puts up his own money out of his 
savings, whereas Smith borrows his money from a bank, giving a mortgage 
on his house; and that Jones buys his store property outright, whereas 
Smith rents his store. Smith was formerly employed as a store manager at 
$2,400 per year, while Jones had formerly owned another store. At the end 
of the year of operation,* each draws up a statement of profit and loss as 
follows: . . 
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PRICES AND THE ALLOCATION OF RESOURCES 
Jones' Grocery Smith's Grocery 

Profit and Loss Sfafemenf Profit and Loss Statement 


Net sales 


$100,000 

Net sales 


$100,000 

Cost of goods sold: 



Cost of goods sold: 



Purchases $95,000 


Purchases $95,000 


Less Invenfory 

5,000 

90,000 

Less invenfory 

5,000 

90,000 

Gross profit on sales 


$10,000 

Gross profit on safes 


$10,000 

Operating expenses: 



Operating expenses: 



Wages 

$2,400 


Rent 

$1,200 


insurance 

50 


Wages 

2,400 


Depreciation 

250 


Salary 

2,400 


General expense 

100 


Insurance 

50 


Total expense 


2,800 

Depreciation 

250 



$7,200 

General expense 

100 


Net profit 



$6,400 



Total oper. exp. 





interest on mtge. 

600 





Total expense 


7,000 




Net profit 


$3,000 


Jones’ store shows a net profit almost two and one-half times that of 
Smith’s store, yet the goods sold, their cost, and the volume of business were 
identical. Obviously, the difference in net profit is simply due to differences 
in costs or, more accurately, in what are believed to be costs. Jones pays 
no rent because he owns his store, yet he could rent his store for at least 
$1,200 (since Smith must pay this amount). Jones charges no salary or inter- 
est against the business, but Smith includes a salary equal to what he would 
have earned as a store manager; furthermore, since Smith has borrowed 
capital he charges the interest which he has paid. The difference in net 
profits, therefore, results from Jones’ considering explicit costs only. 

These differences between the true economic position of the firm and 
the position as revealed by its accounting books make it necessary to 
distinguish between "‘business profits”" and "pure profits.” Business profits 
are simply the difference between receipts and explicit costs (these are 
properly shown on Jones’ statement of profit and loss). Pure profits, on the 
other hand, consist of the difference between receipts and implicit as well 
as explicit costs. Pure profits reflect the true economic position of the firm. 
Thus, the opportunity cost of the manager (Smith’s $2,400 salary) must be 
included as well as the opportunity cost of capital (what Jones would have 
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'earned by investing his money on the best alternative opportunity), lent 
must be ineluded at a figure equal to the rent which would be received 
from the best alternative use of the land or space. Defining pure profits in 
this way, it is possible that Jones could show a net business profit of $7,200 
but a smaller or even negative pure profit He might, for example, hire a 
storekeeper for $2,400 a year and draw from his store— with the capital 
invested in it— $4,800. If he himself were to obtain a job paying $4,000 per 
year, he would gain by $1,600 per year ($8,800 instead of $7,200), assuming 
that his manager runs the store as efficiently as he did. It follows that ' pure 
profits’" must be understood to be either positive or negative (the latter 
being losses). Thus, there is a world of difference between what most 
people consider to be profits and what pure profits are. 

.PROFITS IN LONG-RUN STATIC EQUILIBRIA 

Perhaps the nature and extent of pure profits can best be seen by con- 
sidering a set of conditions in which profits cannot exist and then by 
introducing certain changes into these conditions to show how profits can 
arise. In this manner it is possible to isolate for separate study those condi- 
tions in the actual economy which are responsible for pure profits* 

Assume that pure competition exists throughout the economy, that the 
state of technology, the supplies of productive services and their propor- 
tional combination, and the tastes and incomes of the people remain un- 
changed. Under these conditions the price of each product is equal to 
its average cost; productive services are combined in such a way that 
the ratio of their prices is equal to the ratio of their marginal products, and 
the lowest cost combination is therefore reached; finally, the price of 
each productive service is equal to the value of its marginal product. 
Payments to each type of productive service during any given period will 
be the price of the productive service multiplied by the number of units 
supplied; these payments, constituting the income of the economy, are in 
total equal to the value of all goods produced. This is the only set of rela- 
tionships which, under the circumstances, is consistent with an equilibrium 
condition for all firms and for the economy as a whole. 

Under such conditions, all economic life would consist of a repetitive 
process. The operation of each finn is reduced to a routine function which 
can be performed by people working for a stated salary, which, amount will 
be regularly earned by both the firm and the recipient and will be considered 
a part of the firm’s cost So long as the firm , can cover this and other costs 
it would continue indefinitely to produce. Each firm’s costs would depend 
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upon the prices of the productive services it uses, and these would be 
dependent upon the values of their marginal products, which must be 
equal in all lines. 

Thus, if price is equal to average cost for each finn no firm would make a 
pure profit; and the fact that the services of the manager of every firm can 
be hired for a stated salary makes it possible to treat the manager as a 
supplier of (skilled) labor services. There are no functions performed except 
those of labor, capital, and land, and tliere would be no prices for productive 
services other than wages, interest, and rent. In these circumstances, termed 
a static long-run equilibrium, there are no pure profits either for firms 
or as a payment for productive services. In the static equilibrium there could 
be no uncertainty as to the outcome of a given firm's business because all 
economic life under the conditions assumed is repetitive. Even such dis- 
turbances as fires, robberies, and accidents could be withstood in a repeti- 
tive type of economy without loss to any firm, by means of insurance 
with premiums calculated exactly to offset losses in the economy as a whole. 

PROFITS IN A DYNAMIC COMPETITIVE ECONOMY 

Suppose now tliat some element of change is introduced into the com- 
pletely repetitive economy, the results of which cannot be accurately 
predicted on the basis of past experience. For example, remove the assump- 
tion that tastes are constant. If people constantly change their tastes, de- 
mands for some goods will rise, and for others will fall: no one knows which 
goods will be affected by incx'eases in demand and which by reductions. 
There is now an element of uncertainty in the economy which puts a 
premium on good guessing as to what the resulting shifts in prices will be. 
Again, to bring out another point of importance, suppose that all films 
consist of co-operatives made up of the suppliers of the productive seiwices. 
Under the new conditions of uncertainty, the suppliers of productive services 
will attempt to predict what kinds and amounts of goods are most profitable 
to produce. They will finally undertake production according to a plan they 
agree on. This may involve committing capital in the form of goods and 
machinery suitable primarily for carrying out the plan agreed upon. There 
remains no agreement, however, on what prices will be paid for the pro- 
ductive services required. 

Production is carried on according to plan for a period of time. If workers 
and other suppliers of services can depend on immediate alternative uses, 
they may demand and receive prices for their services equivalent to what 
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’Specific sources of services, such as machinery, may have no significant 
alternative market for their services; therefore, they must wait for the sale 
of the goods produced over a considerable period of time before they can 
recover their outlays. If, over a period of time, the plan is successful and 
the goods produced can be sold at prices in excess of costs (calculated on 
an opportunity cost basis), then the enterprise will make a pure profit. If 
the estimates upon which the pHn was based turn out to be too optimistic, 
prices will not cover costs and a loss will result. Owners of sources of 
productive services which can be shifted immediately to other uses may 
insist upon prices equal to those obtainable in other uses, or else withdraw 
to the other uses. But the owners of sources of productive services having 
specific uses in the type of production undertaken, and consequently little 
alternative use, cannot obtain their prices elsewhere and must take the 
chance of obtaining a profit or taking a loss. Thus, under a co-operative 
production plan where uncertainty is present, the owners of capital goods 
are likely to obtain profits or to bear losses. 

Because of the difficulties of operating under a co-operative production 
plan— mainly because most suppliers of productive services wish to substi- 
tute a certain price for an uncertain one— a system of contracts is needed in 
which one person or group assumes the right to the profit or the responsi- 
bility for the loss. Historically, this person or group has usually supplied 
capital, probably because he or they owned sources of services of the 
most specific type. However, many suppliers of capital have in the past 
and do presently choose not to bear uncertainty, so that a new kind of pro- 
ductive service has appeared: that of the entrepreneur, who undertakes the 
combination of productive services under conditions of uncertainty for the 
return, whether profit or loss. Only if the resources of the entrepreneur are 
largely wiped out do tlie suppliers of the other productive services stand to 
bear the uncertainties of enterprise; and these uncertainties can of course 
be greatly reduced by requiring the entrepreneur to furnish security that 
his contract will be carried out. Thus, the risk of losses arising from uncer- 
tainty can be shifted to the shoulders of some one person or group. Since 
the desire for security is strong, such assignment of risk (and of profits and 
losses) has widely characterized economic activity for centuries. 

It is under conditions of uncertainty, therefore, that there arises an 
entrepreneurial service— contracting to pay certain prices to the suppliers 
of other productive services to produce a product which may sell for more 
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or less than its cost of production. Since the enti-epreneur assumes the 
chances of loss of all the owners of productive agents with wlpm he con- 
tracts to pa)^ definite prices, it is natural that he should be given control 
over the productive services needed to meet his obligations. The function 
of the entrepreneur, consequently, consists of two parts: (1) assumption of 
chances of loss and rights to profits, and (2) ultimate decision as to how 
productive services are to be used. 

In relatively small business concerns the entrepreneur usually can be 
identified as a person, and he will be found to perform the two functions 
stated: he may invest his own capital in his business, so that all his property 
is subject to forfeiture if he fails; he may personally direct his business and 
receive all the profits it earns. In larger concerns, especially in large corpora- 
tions, the function of the entrepreneur may be shared by a number of people. 
Some stockholders (usually holders of preferred stock) who own an interest 
in the corporation may choose to remain "'contingent entrepreneurs,’' i.e., 
they contract away their right to any control over the corporation except 
when their promised dividends are not paid. Another class of stockholders 
(common stockholders) may accept a claim to only part of the profits in 
return for the right to control the corporation and to receive a major part 
of any large profits which their nominal or actual control brings to the 
corporation. These stockholders holding the legal right to control may also 
choose to delegate it to a board of directors or to the president of the 
company. 

As the function of entrepreneurship has been dispersed among many 
people in a modern corporation, the "entrepreneur” cannot be identified as 
a person. The function of enterprise must, nevertheless, be perfoimed, and 
the price paid for this function consists of profits or losses. The function 
of enterprise is exercised by whatever group of people at any one time 
together hold the right to control the corporation and the disposition of 
its profits. 

It has already been shown that the measure of pure profit to a single 
entrepreneur is not the whole amount that he earns, but rather the return 
over and above what he might earn in his best alternative employment. It 
follows, then, that returns from performing the services of enterprise that 
are lower than earnings in the best alternative employment are negative 
pure profits, or losses. This same principle can be extended to the many 
persons in a large corporation who share the function of enterprise. For 
such persons who have invested capital in the corporation, pure profits are 
received only when the return on their investment exceeds what they might 
have earned in investments carrying the lowest chance of loss. And if they 
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spend time perfonning their function, they receive pure profits only when 
they earn ^niore from it than they might have earned in their best paying 
alternative employment. It is obvious that the total amount of pure profits 
defined in this manner is likely to be very much less than the 'profits’' 
which people are considered to receive from dividends. 

PURE PROFITS IN THE MODERN ECONOMY 

In an economy where pure competition prevails and where the only 
uncertainties are those which influence relative prices, such as shifts in 
demand among goods (which was introduced in the preceding discussion) 
or improvements in the techniques of production, it is likely that some firms 
will show pure profits and some losses. Assuming further that there is a 
normal distribution of ability among entrepreneurs, profits and losses of 
particular firms would tend to cancel out, and thus profits would probably 
not exist as a total in the income of the entire economy. Under the more 
numerous conditions giving rise to uncertainty in the modern economy, 
however, it is possible for pure profits or losses to occur not only for indi- 
vidual firms but for the economy as a whole. 

One of the most important conditions giving rise to pure profits or losses 
in the modern economy is general movements in either the level of prices 
or in the level of national output. The individual firm has no control over 
either. When the level of national output rises, and especially when it does 
so to the accompaniment of rising prices, most firms make pure profits. This 
happens because the prices of productive services are not immediately in- 
creased to correspond with changes in the values of their marginal products. 
The rate of interest on capital may not be adjusted immediately because 
certain rates possibly have become customary; moreover, especially under 
modem conditions interest rates may be determined by the government 
credit policy to a greater extent than by market influences. As has been 
indicated, w^age rates may not be adjusted to the increased value of labor 
services for some time, especially if there exists some unemployment 
throughout tire economy. Moreover, as the volume of production increases 
the amount of overhead costs of business remains unchanged for some 
time, with a consequent favorable effect upon profits. Profits earned by 
firms during a general upward movement of business are not immediately 
offset even in competitive industries, because a considerable period of 
time must elapse before new firms can increase the supply of goods and 
bid up the prices of productive services to the new values of their marginal 
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A downward movement of the level of prices and of national output oc- 
curs in depressions. Prices of goods generally fall faster than the prices of 
productive services, output declines greatly, and pure profits become nega- 
tive (i.e., losses). The changes in business profits during periods of prosper- 
ity and depression are likely, however, to be greatly in excess of the changes 
in pure profits. During the upswing, for instance, business profits are magni- 
fied by the practice of recording interest and depreciation on the basis of 
contract or customary rates; whereas in calculating pure profits, both inter- 
est and depreciation would be calculated on an opportunity-cost basis and 
would therefore be adjusted upward as anterest rates in the market and the 
replacement cost of capital goods increased. At a time of rising prices, 
business profits include the appreciation of the value of goods sold from a 
lower cost inventory, whereas in calculating pure profits inventory would 
be valued at current or market prices. Business profits during a depression 
are probably lower than pure profits because contract costs incurred during 
a period of prosperity are carried over into a lower price period, and 
because high-cost capital facilities and inventoiy are "written down"’ to 
reflect current lower market prices. In tracing the movement of pure profits, 
therefore, financial statements ^ do not offer a reliable guide. 

A real issue is whether pure profits during periods of business prosperity 
or losses during periods of business depression are properly attributable 
to the good or poor performance of the functions of entrepreneurship. 
Most of the profits or losses which appear during such periods result from 
general movements in the economy beyond the control of the individual 
finn. It follows that these unusually large profits or losses are mainly 
unrelated to the functions of enterprise as outlined here, and in reality must 
be considered mostly as windfall gains or losses rather than prices paid for 
the performance of necessary services. 

Another condition giving rise to pure profits is to be found in the frictions 
or imperfections of competition, which may result in profits or losses to 
individual firms and perhaps even for the economy as a whole. A manager 
may be paid either more or less than he is worth in terms of his alternative 
opportunities. The same is true of labor services generally. Absence of 
complete knowledge of alternative opportunities or of sufficient mobility 
may keep the prices of such services from equaling their prices in alterna- 
tive uses. Imperfections of competition may likewise prevent the prices of 
other productive services or of goods from reflecting the going market levels. 
Loan rates in country areas are almost always higher than in urban areas 
for this reason. Some frictions may actually be created by law, as when 
' Such fiaanciai statemerits'’"afe described 'in; Chap. 26, ' 
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tariffs are raised to shut out foreign competition, or when wages are raised 
by mininjum-wage legislation. 

A further condition giving rise to pure profits is monopoly power. 
Monopoly power may be created by the individual firm through product 
differentiation or by the exercise of its dominant size in an industry, or by 
mutual restraint in an industry composed of a few sellers, or by any one of 
the many devices which give to producers some power over the prices of 
their products. Monopoly power may also result from the operation of 
laws which restrict competition, such as the patent and copyright laws, 
and public franchises granted to railroads and utility companies. This 
power obviously gives a positive basis for earning pure profits to any firm 
possessing it. The existence of monopoly power in the economy tends 
to create a positive amount of pure profits for the economy as a whole, 
since it permits many of its possessors to exact returns in excess of those 
reflecting opportunity costs. 

Still another source of pure profits can be classified generally as "innova- 
tions,"" which may include inventions which improve productive methods, 
or new technology in the metliods of management and labor, or the develop- 
ment of entirely new products. Even under purely competitive conditions, 
innovations are likely to yield pure profits to the innovators. Some innova- 
tions are patented and so ensure pure profits (within limits of change) 
by legal monopoly; others result in pure profits to innovators until com- 
petition is made active, i.e., until enough competitors have had time to 
imitate the innovator. It therefore appears that innovations lead to pure 
profits for individuals, and ahnost certainly for the economy as a whole. 

Are Pure Profits Necessary? 

Pure profits, then, result from (1) the existence of uncertainties, (2) gen- 
eral movements in prices and the level of national output, (3) imperfec- 
tions of competition, (4) monopoly, and (5) innovations. It might be said 
that the economy would fare better without the pure profits resulting 
from monopoly and from the general movements of output and prices. 
Under conditions of uncertainty, however, profits serve in some degree to 
secure the allocation of resources to those lines most preferred in terms 
of consumer demand. Losses in one line over a long period of time will 
result in a flow of resources to more profitable lines. This function of 
profits depends upon the assumption that profits arise because anticipa- 
tions of consumer demand in certain lines have proved to be incorrect; 
if, however, profits result from monopoly (except possibly such socially 
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desirable monopolies as patents), they cease to perform this economic 

function. 

Granted that profits perform a necessary function in guiding resources 
into lines preferred by consumer demand, die question may still be asked: 
Is it necessary for profits to be earned by the economy as a whole? Is it 
essential to the well-being and continuance of the economy that its total 
profit-and-loss statement— after all profits and losses of all enterprises are 
entered— show a positive figure? Some economists have argued that if 
uncertainty is the only cause of profits, so long as some individuals make 
profits there is probably no necessity for pure profits to be earned by the 
economy as a whole. But the fact remains that profits are also linked up 
with progress. They are a reward for successful innovation. Indeed, there 
is some question whether in an economy where innovations are constantly 
occurring, pure profits would ever disappear completely. Although an 
innovation may be made only on the questionable chance that the inno- 
vator will enjoy pure profits, innovations are made in such great numbers 
that the pure profits earned by the many innovators are not clearly offset 
by pure losses elsewhere in tire economy. This is especially likely because 
knowledge and mobility are not perfect. 

As a motive for investment, the chance of earning a pure profit serves as 
one of tlie mainsprings that drives tlie economic mechanism. People will 
more willingly risk their savings— and businessmen their accumulated capital 
—in new processes, new machinery, or new products when the chance of 
large profits is present Pure profits, therefore, serve not only to allGcate 
resources among existing lines of business but also to encourage the develop- 
ment of new production, to stimulate new investment, and to propel a 
constantly rising level of national output and national income. 

Profit and Risk 

Profits arise because production must be carried on under conditions of 
uncertainty and change. Nevertheless, tliere is a strong desire to substitute 
certainty for uncertainty and security for insecurity in the conduct of busi- 
ness and personal affairs throughout the entire economy. 

One method of dealing with uncertainty is to prevent it from arising. 
Risk of loss of buildings by fire can be reduced, if not eliminated, by using 
fireproof building materials. Loss by the:^ can be prevented by employing 
honest workers, by making property burglarproof, and by securing ade- 
quate police protection. The individual worker can reduce the risk of losing 
his job by steady and outstanding performance; and workers generally 
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may reduce the chances of unemployment by sponsoring governmental 
policies which are aimed at full employment. 

In addition to eliminating the chance of loss at the outset, risk can also 
be prevented by improving the methods of prediction of the course of 
events. Mainly this is done by specialization of knowledge. A businessman 
can predict the course of his business more accurately than an outsider; an 
engineer can predict the load a bridge will bear better than the motorist 
who crosses it; and a labor leader can generally predict the chance of success 
of a demand for higher wages better than the rank-and-file union worker. 

Another method of preventing risk is by combination of several risks. A 
manufacturer who diversifies his production may compensate for the loss 
of the market for one product by what he gains from another. Manufac- 
turing concerns like General Foods have attempted to gain by such com- 
binations, as have retailers such as department stores. 

If risks cannot be eliminated by any of these methods, the individual may 
nevertheless remove the burden of risk from himself by placing it on others 
or by shifting it. As a part of the process, the risk itself may be reduced 
through specialization or combination by those to whom it is shifted. The 
classic method of shifting risk is by insurance. Insurance is based on a 
calculation of the average probability in the occurrence of events, it being 
determined by an analysis of a large number of independent cases of the 
same class. If a coin is tossed a great enough number of times, heads will 
turn up equally as often as tails. On any particular toss, however, the 
result cannot be predicted. The same principle can be employed to establish 
the pi'obability of loss from accidents, fire, theft, or termination of income 
because of premature death. If on the average it is found that the fire losses 
of frame farm buildings amount to $2 per $1,000 of insured value, then a fire 
insurance company can determine the premium necessary per $1,000 of 
insured value to pay off policyholders aiid return a profit to the company. 
Since the loss of buildings by fire is a large risk for the farmer, he is willing 
to pay a few dollars per year in premiums to relieve himself of bearing the 
risk. For the insured, therefore, insurance is nothing more than the sub- 
stitution of a small but certain cost for the risk of a large loss. In life 
insurance the same principle applies, for it is not insurance against death— 
which is certain— but against a total loss of income because of death. 

Beyond buying insurance it is still possible to shift risk by other means. 
It has already been shown that suppliers of materials and of labor services 
succeed in shifting most of the chance of loss on tlieir services to the entre- 
preneur, since they contract to receive a certain return regardless of the 
fluctuations in the market for the product which tliey aid in producing. 
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Businessmen can sometimes reduce the chance of loss by taking orders in 
advance for their products, and also by contracting in advance for the 
materials needed to fill the orders. For certain standard commodities which 
can be stored, the market is so well organized that a specialized form of 
risk-shifting called hedging is possible. To “hedge’' is to take an identical 
position on both sides of the market so that price increases or decreases 
cannot effect a loss (or gain), as when a person bets an equal amount on 
both teams in a football game. It happens that cotton or wool textile manu- 
facturers, flour millers, and many other businessmen must of necessity carry 
inventories of their raw material. If they wish to confine themselves strictly 
to their manufacturing and distributing operations without risking inventory 
losses because of price fluctuations in raw materials, they can shift the 
risks by hedging. 

A third general method of dealing with risks is by setting aside profits 
when they are earned against subsequent losses. For many risks can neither 
be insured against nor shifted economically to others. Farmers may be 
unable to make a crop because of drought or pests (although crop insurance 
may in some cases be possible); workers may lose their jobs and remain 
unemployed beyond the period of unemployment benefits; and businessmen 
may lose heavily because of loss of markets, the advent of improvements 
which render their plants obsolete, or for other reasons. These risks must 
be borne but their incidence can be mitigated by making compensatory 
plans or setting aside reserves. Wage earners "'save for a rainy day”; 
business enterprises set up reserves for contingencies; people whose jobs 
are uncertain keep up their ‘contacts.” 

It is apparent tliat uncertainty imposes an economic burden upon society. 
When economic resources— whether the services of people or of things— are 
devoted to prevention or shifting of risks or to preparation for meeting them, 
these resources cannot be used for other productive purposes. Therefore, it 
may be said that a reduction of risk in economic processes frees resources 
for other uses and contributes to a higher standard of life. 

In a free-enterprise economy, the reduction of the uncertainties faced by . 
the entrepreneur can have a considerable bearing upon the level of employ- 
ment, since the function of the entrepreneur actually consists of combining 
tlie services of productive agents under conditions of uncertainty. The 
willingness of businessmen to contract for productive services depends 
ultimately upon their estimates of the chances of making profits; however, 
businessmen are seldom certain to make pure profits but instead can assume 
only some sort of average probability of making a profit. Changes in the 
market or economy as h whole which reduce the probability of making a 
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profit are likely to be depressing to business. These changes may occur in 
the prices^ of productive services, in the prices of the products produced, or 
ill the ability of businessmen to retain earned profits. Thus there is a constant 
appeal by businessmen for "stability/’ and a repeated declaration that 
"confidence” of businessmen in the future is necessary for prosperity. 

Although the expressed need for "stability” and "confidence” is admittedly 
often the excuse for monopolistic arrangements, there is a more fundamental 
reason for the business worlds objection to the changes wrought by many 
innovations. Businessmen faced with a multitude of uncertainties object to 
the imposition of additional uncertainty by certain actions of government 
when these actions are likely to affect their profits adversely. Changes in 
tax laws (especially if upward), the adoption of new programs such as 
deficit spending which may require heavier taxation in the future, and the 
adoption of many social reforms— whether favorable or unfavorable to 
society as a whole— represent new uncertainties for businessmen, and 
probably exercise for a time some depressing effect upon their willingness 
to make new commitments. The usual political conservatism of businessmen 
is to be expected in the light of this fact 

SUMMARY-~PR!GES OF PRODUCTIVE SERVICES 

The bulk of economic activity is directed in the last analysis toward 
satisfying consumer demand.- In this economic system, consumers express 
their preferences by purchasing a myriad of goods and services in the stores, 
shops, and market places of the nation. These preferences govern the pro- 
duction of goods and services and, therefore, the allocation of labor, capi- 
tal, land, and other economic resources. The daily purchases of the nation s 
consumers and the practices of sellers produce a constantly changing pat- 
tern of demand and supply for goods in all the markets of the country. On 
the basis of market prices and the prices which are expected to prevail in 
the future, producers of commodities and services undertake to supply the 
kinds and quantities of goods and seiwices which appear likely to maximize 
their profits, or at worst minimize their losses. In undertaking this produc- 
tive work, enterprisers demand, directly or indirectly, productive services 
of all kinds— the services of labor, capital, and natural resources. These 
demands of enterprisers are always conditioned by the fact that the law 

^ This refers to the individual- or family-consuming unit. The remainder of economic 
activity is devoted to satisfying social needs. as represented by governmental activity. 
Normally most governmental activities directly , or indirectly minister to tiie wants of 
consumers, e.g,, the maintenance of Order and the protection of individual and property 
rights are ‘ indispensable to die operation of a private enterprise economy. 
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of diminishing returns is at work, and that it will not pay to hire or purchase 
more than certain amounts of each type of productive service svloiie or in 
combination with others. Thus, each enterpriser organizes his productive 
unit, combines labor, capital, and other resources, in such a way as to 
enable him to supply those who want his goods and so earn a profit. 

The aggregate of goods and services thus supplied comprises the bulk 
of gross national output; and die aggregate of wages, salaries, interest, and 
rent paid out comprises the bulk of national income. The sizes of these 
aggregates, the composition of the output, and the allocation of economic 
resources are all governed by producers' expectations of costs and receipts, 
or prices of the things they sell and the prices of the things they buy or 
hire. The volume of sales, and the prices at which sales can be made, di- 
rectly or indirectly determine the demands of enterprisers for productive 
services of ail kinds. The demand for and the supply of each type of pro- 
ductive service determine the price paid for it. The prices of productive 
services are the incomes for personal services and for the owners of capital 
and natural resources, and this income comprises total national income. 

The amount and distribution of income, in turn, profoundly affects the 
future level of production, since the amount of income which consumers 
as a whole devote to spending is normally accompanied by an amount (and 
types) of goods which will sell, on the average, at the prices expected. And 
the savings out of income will normally be accompanied by an amount of 
capital goods production (investment) to absorb these savings. The rela- 
tionships between spending and the production of consumer goods and 
services, and between saving and investment, have been discussed earlier.^ 
It is sufficient to repeat here that expected prices in the near future govern 
the short-term output of consumer goods and services (and the income paid 
out in their production), while expected prices in the more distant future 
govern long-term investment The composition of consumer goods output 
and the composition or types of long-term investment depend upon ex- 
pected relative prices and consumer expenditures. Production undertaken 
on the basis of these expectations comprises the demand of enterprise for 
productive services, and the prices paid for these services are the incomes 
of productive agents. 

In a capitalistic society, the directing force for most economic activity is 
the price system, and the balancing force is profit. It is obvious that the 
maintenance of a satisfactory level of national income depends upon the 
proper co-ordination of the prices and output of consumer goods, the prices 
and output of the factors of production, and the allocation of income be- 
- _ ^ See Chap. 5. , , ’ ■ . 
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tween saving and spending. When, because of monopolistic practices, wars, 
monetary, disturbances, political upheavals, or similar influences, the nicely 
adjusted direction and balance of economic activity by the price system 
and the profit motive are impaired, intervention by government is often 
sought in order to restore or modify the price and profit system in the hope 
of attaining an adequate level of national income and an appropriate 
allocation of economic resources. 


CHAPTER 22 

The Price Structure and Price Movements 


The discussion in the preceding chapters has shown that the relation- 
ships among prices influence consumer purchases, the level and composition 
of national output, and the allocation of resources. 

In vaiying degrees each price is dependent for its formation upon all 
other prices in the system; but the price of any particular commodity or- 
service is immediately and directly related only to the prices of a group 
of competitive or complementary commodities. The prices of industrial 
fuels, for example, are so closely related to each other that many power 
plants are equipped to burn either oil or coal, and usually several grades of 
both; but the prices of industrial fuels are only remotely related to the 
price of bananas. The prices of beef, hides, and tallow, which are comple- 
mentary products, are affected jointly, if not in the same way, by their com- 
mon source of supply, but the relationship of the prices for all three to the 
rates of interest on long-term government bonds is negligible. The prices 
of hand-tailored or custom-made clothing are related to the prices of fac- 
tory-made clothing, but both are little affected by the prices for airplanes 
or air-line transportation. 

It is customary to consider the relations among prices prevailing at any 
one time as the structure of prices. To explain how the market, short-run, 
or long-run prices of goods and services are determined, as has been done 
in the preceding chapters, is in a sense to explain how the structure of 


474 PRICES AND THE ALLOCATION OF RESOURCES 

prices is formed. A structure of prices is, then, a temporarily static grouping 
of all prices in the economy from which changes are measured and move- 
ments charted. The study of the structure of prices is essentially a study 
of relative values. A change in the price structure may result merely from 
an increase or a decrease in the price of one good or several goods, relative 
to the prices of other goods or die prices of productive services. 

Changes in the structure of prices must be distinguished from uniform 
proportional movements of all prices in the same direction. If all prices 
moved upward or downward in proportion there would not be any changes 
in relative prices. But if prices moved unevenly up and down—as they 
usually do—the economy experiences a change in the structure of prices. 
This chapter is concerned with price movements which occur over a period 
of time— from one point in time to anothei— most of which involve changes 
in the stimcture of prices. 

When the economy is confronted by new conditions, movements over a 
period in some prices— relative to others— are means by which it adapts 
itself. This is evident when it is seen that many such movements are essen- 
tial to the maintenance or increase in national output. If, for example, dur- 
ing a period of rapidly improving technology wages do not rise relative 
to the prices of commodities affected, income and therefore consumption 
may not be able to absorb the increased amounts of commodities produced 
by the new technology. If rayon prices had not fallen relative to other prices 
when drastic cost reductions were made in producing rayon, production 
soon would have outrun consumer purchases. If the price of wheat in the 
European market had not fallen when American production from the newly 
opened lands in the West became available, the United States would have 
been settled more slowly; by the same supposition, British farmers would 
have had more prosperous times but British workers would not have been 
so well fed. Although changes in relative prices are not always the result 
of economic progress, they are a necessary concomitant to any improve- 
ment in the allocation of resources or production of goods. 

The extent of movements in relative prices is remarkable. During the 
period 1896-1918, when the level of wholesale commodity prices rose at the 
rate of 2.3 per cent pex year, some prices— notably interest rates— went down; 
some prices, such as that of sugar, changed, hardly at all, and others rose at 
the rate of 3 or 4 per cent per year. This can be seen in Table 47. 

A similar pattern of divergent relative movements will be found in any 
period of a few years. During World War II, of course, the spread among 
prices was widened by the extreme pressure of war-swollen demand on the 
one hand, and dislocations of production which unevenly affected costs on 
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Table J-7 AVERAGE ANNUAL RATES OF PRICE CHANGE 


PER CENT PER YEAR, 1896-1913 

Sugar, raw 0,2% 

Coke 0 . 5 ' 

Steel rails ' 0.9 

Pig iron 1,0 

Copper, ingot 1.0 

Steel billets 1.1 

Flour, wheat 1.8 

Leather 1 ,9 

Bituminous coal 2.1 

Anthracite coal 2.3 

Rubber 2.3 

Wheat 2.6 

Cotton yarns 2.6 

Beef 2,6 

Print cloths 2.8 

Cattle 2.1 

Petroleum 3.5 

Cotton 3.9 

Potatoes 4.3 

interest rate on call loans — 0.2 

Yield on 15 railroad bonds — 0.1 

Discount on 60—90 day commercial paper 0.7 

index of industrial stock prices (Dow-Jones) 3.4 


Source: F. C hAUh, The Behavior of Prices. Naiionaf Bureau of Economic Re- 
search, 1927, p. 67. 

the other, both costs and prices being held in check with varying eiffective- 
ness by price controls. The disparity of wartime price movements can be 
illustrated by the fact that prewar (1939) wholesale prices were exceeded 
in 1943 by 111 per cent for drugs , and pharmaceuticals, while electricity 
showed an average drop of 24 per cent and gas a drop of 9 per cent. Whole- 
sale prices increased on the average of 33.7 per cent during the period. 

Changes in prices over a period of time influence the relative economic 
positions not only of individuals but also of political and social groups. If 
price changes are large and widespread they aflFect the course o£ national 
policy and may even threaten the stability of the government. The de- 
pressed level of prices of farm products in the United States during the 
1920 s, followed by a further price recession in almost all lines during the 
early 1930"s, was one of the influences responsible for the success of the 
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Democratic party in 1932. The hyperinflation of prices in Germany after 
World War I virtually wiped out that nations middle class, because sav- 
ings, ‘insurance policies, salaries, and pensions—all paying fixed amounts in 
terms of money— became worthless when prices of goods rose to astronom- 
ical figures. Even in less dramatic form, changes in the relative prices of 
particular commodities or services drastically affect large classes of people. 
The decline in interest rates during the 1930 s, for example, dealt a heavy 
blow to people whose income was derived from securities, raised the cost 
of private retirement annuities, threatened the finances of many endowed 
institutions, and reduced the interest charges on the national debt. 

Without the aid of reliable measures of price change, however, it is im- 
possible to determine the magnitude and rate of price changes, even for 
items of everyday consumption. It is often argued by people who remem- 
ber the “good old days'’ that things were cheaper then; the contrasting 
prices of beer, haircuts, or of cigars “then" and “now" are quoted to prove 
the point. A similar argument, if more significant and with better evidence, 
is used when it is said in wage disputes that since the “cost of living” has 
gone up while wages have not, a wage increase is overdue. Whatever the 
purpose, however, it is impossible to determine the extent or rate of price 
change (and such attendant measures as the “cost of living") without the 
use of some simple statistical measures applied to accurate and reasonably 
complete records of prices. 

To measure the change in the price of a particular commodity or service 
over a period of time, and perhaps in a given retail outlet, it is a relatively 
simple matter to record the prices of the commodity and observe directly 
those variations which are deemed significant. Thus, someone might record 
and analyze the monthly changes in the price of Lucky Strike cigarettes, in 
packages of twenty, sold in the United Cigar Store located at 42nd Street 
and Fifth Avenue in New York City during the period 1939-44. Such a 
series of prices would of course be of limited interest, for most people are 
usually interested in broader questions involving price changes. What has 
happened to the cost of living? Have wages gone up (or down) more or less 
than the cost of living has gone up (or down)? In other words, attention is 
usually centered on the movements of a group of prices which vitally affect 
a considerable number of people. 

To measure such changes one may use an index number, which is a 
numerical measure of the changes in a group of related variables (e.g.. 
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prices) in relation to their magnitude at some particular time. For example, 
the cost of living in the year 1939 may be represented by the number 100, 
and the index number for the cost of Kving in 1944 relative to 1939 may be 
(according to one index) 126, or 26 per cent above the 1939 level Thus the 
change from 1939 to 1944 is measured by expressing the cost of living in 
1944 as a percentage of the cost of living in 1939. 

A 'cost-of-living index” is used here as an example of the index number 
method because great attention and sometimes controversy has centered 
on it. During World War II, wage rate increases were limited in part by 
the "Little Steel formula ” In May, 1942, a wage increase of 15 per cent 
was granted workers in the smaller steel companies. This set a pattern for 
wage increases throughout most industry, it being held that wage advances 
should be limited to 15 per cent above the level of January 1, 1941, since 
the cost of living had risen by about 15 per cent from that date to 
the time of the "Little Steel” increase in May, 1942. The index of cost of 
living used in these calculations was prepared by the Bureau of Labor Sta- 
tistics of the United States Department of Labor. Subsequently, in January 
of 1944, the labor representatives of the War Labor Board issued a report 
purporting to show that by December of 1943 the cost of living had increased 
43 per cent above the level of January, 1941, as opposed to the figure of 23 
per cent given by the ofiScial Bureau of Labor Statistics index. The labor 
representatives thus sought to justify further wage increases. In doing 
so they raised a public argument over the ofiBcial index which was reflected 
in angry "letters to the editor” and perturbation among statisticians. While 
the controversy aroused widespread public interest, it also revealed a con- 
siderable amount of ignorance as to the meaning of index numbers. The 
formation, use, and significance of index numbers, therefore, need thorough 
examination. 

What is the purpose of any index number; what is to be measured with 
it? Once this question is settled, the choice of method and the limits of 
the use of the index are almost self-determined. Suppose the purpose is to 
measure changes over a period of time in the cost of food. But whose cost 
of food— a millionaire’s, an unskilled workers, a professional mans? Sup- 
pose it is decided to measure the cost of food of the unskilled worker. The 
next question is: where— in a certain town, in all cities over a given popu- 
lation, in the United States? Suppose the measurement is limited to a cer- 
tain town. Next, it is necessary to consider whether to measure what the 
worker actually spends, or what he would have to spend if he bought the 
same things over a given period of time. This is one of the most confusing 
problems encountered in using index numbers such as those intended to 
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measure changes in the "cost of living.” If what the worker actually spends 
is measured, several things are measured at once— changes in the prices 
of the same items, changes in the types of items bought, changes in total 
expenditure because of changes in income, and perhaps several other fac- 
tors. Since people are usually interested in how much prices have changed 
for the same types of food which were bought at a previous period, this 
question can be answered by selecting the food bought by unskilled work- 
ers in some period, such as the year 1939, and tracing their particular prices 
during succeeding periods. 

Tracing the prices of food presents a problem of research methods. Shall 
all foods be priced or only a sample, of them? The Gallup, Hooper, and 
other polls have made the public aware of the process of sampling. If the 
outcome of a national election can be predicted within a margin of error 
of 2 or 3 per cent by questioning a fraction of 1 per cent of the population, 
it would seem that the sampling method is valid and can be used for price 
indexing with a suitable degree of accuracy. It woiild, obviously, be exces- 
sively burdensome to price every one of the hundreds of food items pur- 
chased by families of unskilled workers. A few dozen items, carefully 
selected as representative, will give a reasonably accurate measure of price 
changes of the total number. 

When the representative sample of food items has been selected, still 
another problem arises: How can several dozen prices be reduced to one 
figure which represents all of them and which can be compared with a 
similar figure representing such prices at another date? The problem can 
be exemplified by choosing four food items in this hypothetical food price 
index: (1) one-pound loaf of bread, (2) five-pound beef roast, (3) one dozen 
eggs, (4) one pound of potatoes. Suppose now that what is wanted is a 
measure of how much the cost of food for an unskilled worker s family has 
changed between January 1 and July 1 of this year. The retail prices on 
the four items are shown in Table 48. 

Table 48 RELATIVE PRICE CHANGES, FOUR COMMODITIES 



January 1 

July! 

Per cenf change 
Jan. 1-Juiy 1 

1. Bread (1 -lb. loafy white) 

$ .10 

$ .10 

0 . 

2. Beef roast (5-lb., chuck) 

1.50 

1.25 

— 16.666 

3. Eggs (Grade A, medium) 

.50 

.48 

— 4.000 

4. Potatoes (white, 1 lb.) 

.05 

.07 

+40.000 

^ Total 

2.15 

1.90 

+ 19.333 

^ ^Avera0e;ttotdl 4* 4) 

.5375 

.475 

+4.83 
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The total price for the four items dropped from $2.15 to $1.90; and the 
average price (which is the total divided by four) dropped from $0.5375 
to $0,475. Botli total and average prices show a decline of over 11.6 per 
cent. Another measure of the change is to find the percentage change in 
each price, then average the percentage changes. By this method there is 
an average increase of 4.8 per cent in the prices. 

Other methods might be used to obtain still different amounts of changes 
in the cost of food. Obviously, all methods cannot be correct, so it is neces- 
sary to select that one which is appropriate to the purpose of the inquiry. 
What is being measured? Again, the answer is the change in the cost of 
food, as represented by certain items, for an unskilled woi*ker"s family. 
This being the purpose, it is advisable to determine how much unskilled 
workers spend on different t^’^pes of food. 

Investigation of the budgets of a group of such families by the Bureau of 
Labor Statistics shows that in a recent year they distributed their food 
expenditures approximately as in Table 49. 

Table 49 distribution of food expenditures 



Food types 

Percentage of total 
food expenditure 

1. 

Cereals and bakery products 

16 

2. 

Meats, fish, and poultry 

28 

3. 

Dairy products and eggs 

25 

4. 

Other foods 

31 


(In the hypothetical sampling, the four items under consideration are 
assumed for ease of calculation to represent accurately all food items bought; 
thus it is assumed that the price movements for the four items represent the 
movements for the groups in which they fall.) 

To measure changes in the cost of the four items to a worker’s family, 
a change in potato prices should be given almost double the w^eight given 
to a change in bread prices, since group 4 is twice as large in the family 
consumption as group 1. But in the previous calculation, when a simple 
average of the actual prices on January 1 was found, bread had double the 
importance of potatoes, beef roast 80 times^ and eggs 10 times the impor- 
tance of potatoes. Again, when the percentage changes were averaged, 
equal importance was given to each item, since each percentage (relative) 
was added and the total divided fay their number. This method, termed 
a simple average of price relatives, like the former one, is also inadequate 
for the present purpose. 
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What is really wanted, then, is an average which will accurately reflect 
the importance of each group of foods actually purchased in some typical 
period. Since the importance of each group is known, a price change in each 
group (as measured by the item) can be given the weight or proportion 
which that group has in the typical family budget. One way this can be 
done is to put each relative into the average not once, but enough times 
to give it a proper weight. Thus, the percentage change for bread is 
entered 16 times as opposed to 31 times for potatoes, etc. 

If the January 1 prices are represented by 100, then the calculation in 
Table 50 can be made. 

Table 50 weighted index number 



Price rehfive for July 

Weight 

Price X Wf. 

Bread 

100.00 

X 

16 = 

1,600.00 

Beef roast 

83.33 

X 

28 = 

2,333.24 

Eggs 

96.00 

X 

25 = 

2,400.00 

Potatoes 

140.00 

X 

31 = 

4,340.00 

Total 

419,33 


100 

10 , 673.24 


Weighted average 1 06.73 

Simple average 104.83 

By multiplying each price relative for July by its appropriate weight, a 
weighted total is obtained which, when divided by the sum of the weights 
(= 100), provides a weighted average. The weighted average of price rela- 
tives thus gives the answer: an increase of 6.73 per cent in the cost of a 
normal food budget from Januaiy 1 to July 1. This answer measures (re- 
membering that a drastically reduced number of prices has been used for 
ease of calculation) the change in the cost of food for a typical unskilled 
worker s family between the two dates. The method, in effect, finds the 
cost of a certain market basketful of food in the two months. 

Another method which yields the same result is the aggregative method,^ 
which consists simply of finding out how much a fixed amount of some prod- 
uct costs in a given base period as compared with any other period. By com- 
paring the total price paid for a fixed amount of a type of food each suc- 
ceeding week with the total price paid in a given base week, an index could 
be constructed which measures the changes in cost of a given combination 
or market basket of food items. Thus, if a given basket of goods cost $10 

^ An aggregative index is used to measure the changes in prices in primary markets. 
See pp. 482-84. 
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one week and $10,67 in another, it can readily be seen that the cost has 
gone up 6,,7 per cent. 

SOMEdNDEXES OF PRICES CURRENTLY IN USE 

Consumer Price Index (Cost of Living) 

The method of constructing a price index for foods which has been 
presented here is essentially that used by the United States Bureau 
of Labor Statistics in its cost-of-living or consumer price index. This 
index is designed to measure changes in prices paid for goods and services 
by city people with moderate incomes. Because of widespread misinter- 
pretation of the term cost of living, the index is now designated as 
a "consumer” price index. It is based upon the prices of 183 items of 
commodities and services bought by urban families who in the period 
1934-36 had an income of about $30 per week. Prices are collected in each 
of 34 large cities (56 cities are used for food), and an index is calculated 
for each city on the basis of the weights appropriate for that city. The 
city indexes are then averaged, using population figures as weights, to 
devise a weighted average cost-of-living index for the country as a whole. 
The index does not attempt to measure the changes in living costs of any 

Chart 19 CONSUMER PRICE INDEX. ALL ITEMS-AVERAGE 
FOR LARGE CITIES 

INDEX 1935-39—100 
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but moderate income groups; nor does the index measure with any great 
degree of accuracy the changes in the cost of living for any one group of 
workers, such as railroad firemen or janitors. It is a broad average. 

The cost of living in the United States as measured by the Bureau of 
Labor Statistics Index is shown graphically on Chart 19. It should be 
noted that the base period ( = 100) is the period 1935-39, since naost people 
can remember conditions which existed in a recent period. 

It will be noted in the chart that the two world wars have been re- 
sponsible for the major upward movements in the cost of living. The peak 
was reached after World War I in 1920, when the average figure for the 
year was 143.3 in terms of the 1935-39 base of 100. Price control during 
World War II kept the index down to a moderate rise in terms of the base 
period. However, with the end of price control in 1946, the index rose 
sharply and stood at 164 in late 1947. A large and sustained reduction 
in the cost of living began in 1920, with the collapse of the war inflation, 
and again in 1930 after the beginning of the great depression. Major short- 
period changes in tire cost of living have usually reflected such economic 
disturbances as wars, with their attendant inflation, and marked periods of 
prosperity and depression. 


Wholesale Prices 

The measure most generally used to indicate "generaF price movements 
in the United States is the oflBcial wholesale price index of the Bureau of 
Labor Statistics. This index, which dates back to 1890 (and can conceiv- 
ably be extended back to 1720 on the basis of not altogether satisfactory 
data) is a generally reliable measure of prices of fairly standard commodi- 
ties at the mill, factoiy, or primary market level. By and large, the index 
measures the price at tire level of the first commercial sale at principal 
points of distribution, rather than at retail outlets as in the cost-of-living 
index. The construction and use of the wholesale price index illustrate many 
of the problems of measuring price changes. 

This index is at the present writing based upon price quotations for 889 
separate commodities. Weights derived from the Censuses of Manufacturers 
and other oificial statistics are used to ensure that the index reflects the 
, importance of each of the commodity groups represented by the indi- 
vidual quotations. The index is calculated by using the aggregative method. 
To obtain the individual price series making up the index an aggre- 
gate which is the product of a base price-1926 price-is multiplied by 
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the quantity entering the market in a recent period, and the resultant 
figure is eompared with an aggregate which is the product of the current 
price of the same item multiplied by the same quantity. The method may 
be illustrated by three kinds of coal combined into an aggregative index in 
Table 51. 


Table 51 

AGGREGATIVE INDEX NUMBER 



Bituminous coal 

1926 

Quantify 


1943 

Quantity 


(on tracks. 

price 

weight 

Price 

price 

weight 

Price 

destination) 

(ton) 

(thousand) 

X weight 

(ion) 

(thousand) 

X weight 

Mine run 

$4,314 

227,354 

$980,805 

$5,045 

227,354 

$1,147,001 

Prepared sizes 

4.794 

132,699 

636,159 

5.310 

1 32,699 

704,632 

Screenings 

3.422 

92,844 

313,712 

4.207 

92,844 

390,595 

Total . 


$1,930,676 



$2,242,228 


Coal index: 1926 = 100.0 
1943 = 116.1 


The index process consists of finding the values, at 1926 and 1943 prices, 
of all the bituminous coal entering the market at the average of the 1929 
and 1931 volumes. (The average of the years 1929 and 1931 is the weight 
base used.) The calculations given here indicate that an amount of coal 
which would have cost 1,931 million dollars in 1926 actually cost 2,242 
million doUars in 1943. The price index (1926 = 100) was 116.1 in 1943; in 
other words, coal prices had risen 16.1 per cent between 1926 and 1943. 
This process is repeated for all of the 889 commodities; the sum of the 
current prices, multiplied by the weights for all of the commodities, is 
expressed as a percentage of the sum of the 1926 prices, also multiplied by 
the weights, to obtain the index number for the current period.- 

The course of wholesale prices in the United States over a period of 
almost twm centuries is presented in Chart 20. As the chart indicates, the 
major peaks of prices have been occasioned by wars. A careful examina- 
tion of the broad movements of prices over the two-century period also 
shows several clearly recognizable long-term trends, which are movements 
in one direction sustained over a considerable period of years. One such 

2 If po = base-year prices (1926) 

go = base-year quantities (1929-31) ■ . ■ ’ 

Pi = index number, current period 

Then the formula for BLS Index may be expressed; ‘ 

Fi:=::100X Mpm) , , 
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trend continued upward until the period of the War of 1812, followed by 
a long downward trend continuing almost until the time of the War be- 
tween the States, and after which another long downward trend was ex- 
perienced until about 1897. From 1897 until the wartime price peak in 
1920, the trend was generally upward. It again turned downward after 
1920, and continued so, with violent interruptions, until the beginning of 
World War IL ■ 

The reasons for these long-term movements in prices are closely linked 
with variations in the supply of money.^ Their economic consequences in 
terms of employment and unemployment, profits and losses to business con- 
cerns, and changes in the position of debtors and creditors are easily recog- 
nized. When the ti'end of prices is upward, business profits are easier to 
make, land values appreciate, long-term debts are easier to pay, and long- 
term creditors suffer a partial loss of the real capital represented by the 
loans. The economic environment is, furthermore, generally favorable to 
a steady expansion of employment. When the trend of prices is downw^ard, 
values of all kinds of real property tend to depreciate and business profits 
are likely to be lower, long-term debtors find it increasingly difficult to meet 
interest charges and to repay loans, and creditors often acquire property 
by foreclosure of mortgages or by the acquisition of an ownership interest 
in place of the creditor interest in business corporations. 

Chart 20 V/HOLESALE PRICES. ALL COMMODITIES-YEARLY 
AVERAGE 


iNDEX 1926^100 
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The trends of prices should not be confused with the behavior of prices 
during business ct/cZes. A business cycle, unlike the trend, is generally recog- 
nized by observers as it occurs. Trends can only be discerned from statistical 
records after they have been under way for a long time. Cyclical peaks and 
troughs in prices are scattered throughout the history of prices. The pre- 
war peak in 1937 and the prewar trough in 1939 are clearly discernible, 
as is the trough in 1933 following the sharp break in prices in 1929. Other 
cyclical peaks in prices occurred in 1925, 1923, 1920, 1913, 1910, 1907, 1900, 
1895 and at numerous earlier points in time. 

Still another type of price movement, more regular and predictable than 
either trend or cyclical movements, is the regularly recurring seasonal 

Table 52 seasonal movement of egg prices • 


msecufive 

Grade A eggs sold fo 

weeks 

independent retailers 

1 

49.4^ 

2 

46.4 

3 

45.4 

: 4 

44.4 

5 

43.4 

6 

42.4 

7 

41.4 

8 

40.4 

9-22 

39.4 

23 

41.4 

24-25 

41.8 

26 

42.8 

27 

43.8 

28 

44.8 

29 

45.1 

30 

47.1 

31 

48.1 

' 32 

49,1 

:33 

50.1 




52.1 

36-41 

53.1 

42 

54.1 

43-50 


51 

53,8 


51.8 
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movements in the prices of many commodities. Some of these, like the 
traditional January "white sales/' are to a large extent customary. Most, 
however, reflect seasonal changes in supply and demand which occur 
regularly each year regardless of the level of prices at the time. An inter- 
esting illustration of the regularity of such seasonal movements was the 
Office of Price Administration (OPA) ceiling prices for eggs, which were 
calculated from the study of seasonal movements of egg prices under free 
market conditions. A portion of the price tables used in the regulation is 
shown in Table 52.^ The maximum (delivered) prices beginning in the first 
Thursday in January and each consecutive week thereafter are shown here* 
The data are based on designated counties in certain midwestern states. 
Prices for sales not only to retailers but to all buyers were calculated to 
reflect the large amounts produced during the early part of the year and the 
smaller amounts produced during the latter part of the year. 


Wage Indexes 


One of the price measures of widest interest is the index of wages, since 
changes in wages are closely associated with changes in the well-being of 
a large part of the population. The wide interest in what happens to wages, 
however, is accompanied by considerable confusion and misunderstanding 
of wage statistics. Some people are led to believe that because "wages" 
dropped less than many other prices during two recent depressions, labor 
did not suffer so severely as farmers, whose prices fell a great deal. Obvi- 
ously,' wages in this context must mean ""wage rates," and probably mean 
"union wage rates"; and the failure of such rates to change has little to do 
with how much income workers lost because of unemployment, shorter 
work weeks, down-grading, shifts to lower paying jobs, and similar causes. 
The various meanings of wages must, therefore, be considered before 


analysis can be based on wage indexes. 

When wages mean the price of labor services (as the term was used in 
the foregoing chapter on wages), the term applies to hourly or piece rates 
of pay and similar types of wage payment A wage as a price is the amount 
paid for doing a particular job or working at something for a given period 
; of time. However, wages also constitute incomes, and in the sense of in- 
comes, wages must not be considered as rates but ratlier as earnings per 
week, per month, or per year. The use of wages as a measure of well-being 
is something else. The well-being of workers depends not only upon wages 
in monetary terms, but also upon what the money wages will buy. Well- 

. ' ^ Revised Maximum fHm Eeguh^m 38, /*Bg^ and Egg Erodacts/^ . ^ . 
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being depends further upon nonwage factors which cannot be reduced to 
monetary terms. Shorter hours, regularity and pleasantness of worh, free- 
dom to use leisure time, and community services such as free education, 
public health service, and recreation facilities—all add to labor’s well-being. 

Because wages is a term having several meanings, it is not surprising to 
find different meanings of the word employed in recent postwar wage dis- 
putes. Labor leaders are wont to call attention to the rise in wage rates as 
smaller than the rise in the cost of living (or the cost of a certain standard 
of living) and also by way of invidious comparison, as they appear in rela- 
tion to the rise in industrial profits. Others have compared the rise in labor’s 
weekly or annual earnings— which reflected overtime rates and steady em- 
ployment— with the rise in cost of living and the rise in commodity prices. 
During depressed periods of business, labor leaders tend to avoid com- 
parisons of wage rates with the cost of living, since the index of the latter 
usually falls faster than rates; instead, they stress the decline in weekly, 
monthly, or annual earnings resulting from shorter hours, unemployment, 
and similar causes. Their opponents may then stress the fall in the cost of 
living relative to wage rates, and especially the drop in prices and profits 
relative to die drop in wage rates. 

Because the number of job classifications is enormous and comparison 
between them diflBcult, data on wage rates are more difficult to collect than 
data on earnings. As a result, the most readily available measure of changes 
in wage rates over any extended period of time* is average hourly earnings, 
which are usually derived from reports on total pay rolls and employment 
(more recently, pay rolls and man-hours worked). Changes in hourly earn- 
ings do not accurately reflect changes in wage rates because (1) changes in 
overtime worked may cause spurious changes in the average; (2) up-grading 
or down-grading causes a change in the average without a change in rates; 
(3) changes in the proportions of lower and higher paid workers within the 
labor force affect the average even though rates may not have changed. 
Over a long period, however, average hourly earnings data indicate fairly 
well what has happened to the average price of labor, or w-age rates. 

The movement of average hourly rates from 1820 to 1940 is shown in 
Table 53. Average money rates of wages in American industry more than 
doubled between 1820 and 1890, and more than quadrupled between 1890 
and 1940. There is no doubt that money rates have been trending strongly 
upward for more tlian a century, although there were setbacks after both 
the War between the States and World War I as a reaction to high war- 
time levels. There were setbacks ;,^so 'during several major ■ depressions, 
particularly during the depression beginning in 1929, . . 
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Table 53 


AVERAGE MONEY AND REAL HOURLY EARNINGS 
IN U. S. INDUSTRIES, 1820-1940 

Average money wages 


Average real wages 



1913 = 100 

1914 = 100 

1913 = 100 

1914 = 

1820 

36 


41 


1830 

37 


51 


1840 

41 


51 


1850 

43 


59 


1860 

47 


57 


1870 

84 


‘ 71 


1880 

66 


77 


1890 

74 

69 

96 

93 

1900 


75 


99 

1905 


83 


101 

1910 


91 


98 

1915 


100 


102 

1920 


231 


111 

1925 


225 


131 

1930 


236 


142 

1935 


240 


175 

1940 


296 


212 

Source: 

Bosed upon studies 

by Alvin H. Hansen, 1820-1890; Paul H. Doi 


1890-1926? and the Bureau of Labor Statistics after 1926. 

One of the reasons for the phenomenal eightfold rise in money earn- 
ings from 1820 to 1940 is to be found in the enormously increased produc- 
tivity of labor during this period. The opening up of new lands, the tapping 
of newly discovered resources, and the use of greatly increased proportions 
of capital in relation to man power, coupled with revolutionary technolog- 
ical advances, served to increase the marginal productivity of labor and, 
therefore, to raise wage rates. However, not all of the rise in money 
wage rates can be attributed to greater productivity, when productivity is 
taken to mean physical productivity. Between 1896 and 1920, for example, 
the general trend of prices was upward and the value of product in terms of 
money was increasing. Much of the advance in money wage rates during 
this period was made possible by the rise in prices. Between 1920 and 1930, 
on the other hand, money wages rose very little, but since prices fell 
the maintenance of money wages represented a very considerable increase 
in labor productivity. Likewise, the more rapid rise in wages than the rise 
in prices from 1933 to 1940 could not have been possible if the higher 
wages had not been supported by labors productivity. 
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If changes in money wage rates are taken as a measure of labor’s well- 
being, the ^picture is somewhat different. The purchasing power of average 
hourly money earnings may be considered as one measure, although a poor 
one, of such well-being. An increase or decrease in money wages often does 
not indicate an increase in the purchasing power of such wages, because 
if money wages rise less than the cost of living increases, then average rates 
are worth less than before. Thus, if a wage of $1 buys $1 worth of goods 
at one time, and the wage is raised to $1.50 wliile the goods increase in 
price to $1.25, then $1.50 will buy only one and one-fifth times as much 
as $1 bought before. 

The purchasing power of money wages in temis of cost of living com- 
modities is termed reel wages. An index of real wages can be derived by 
dividing a money wage index by a cost of living index. An index of real 
wages is presented alongside the index of money wages in Table 53. Be- 
tween 1820 and 1890, it will be noted, real wages increased generally in 
proportion to the rise in money wages. However, between 1870 and 
1880, when money wages dropped, real wages increased because the cost 
of living had dropped more than money wages. Although money wages rose 
between 1905 and 1910, real wages dropped slightly. Most important, 
however, is the difference between the growth In money wages and the 
increase in real wages between 1890 and 1940. Money wages quadrupled, 
but real wages at the later date had risen only to somewhat more than twice 
the 1890 level. Such great divergences indicate that data must be used 
carefully in the study of economics. A measure of wages must be selected 
which is appropriate lor the purpose of the study. 

INTEREST RATES ' 

Numerous measures of movements in the prices of loans, i.e., interest 
rates, are quoted in almost every daily newspaper. Call-money rates, rates 
on commercial paper, rates on Treasury bills and certificates, and similar 
measures of short-term rates— all are readily available but nevertheless tend 
to reflect more or less ephemeral activities. At various times short-term 
interest rates have reacted sharply to such happenings as gold imports and 
exports, the movement of crops to markets, tax collections, issuance of 
securities by the government, or the collapse of stock-market values. Short- 
term rates over a period of years are likely to show marked fluctuations 
which are reflected only slightly in the prices people must pay for the money 
loans which are destined to finance the acquisition of capital goods. A 
somewhat more satisfactory measure of fundamental movements in interest 


490 PRICES AND THE ALLOCATION OF RESOURCES 

rates is the yield on long-term bonds of high quality. Data for almost a 

century on long-term bonds are given in Table 54. 

Table 54 YIELD OF HIGH GRADE BONDS, 1860 - 1942 * 


American 
railroad bonds 


High -grade 
corporate bonds 


1860 

6,25% 


1865 

5.40 


1870 

6.65 


1875 

5.62 


1880 

4.64 


1885 

4.1 1 


1890 

3.58 


1895 

3.52 


1900 

3.20 

3.30% 

1905 

3.45 

3.50 

1910 

3.73 

3.80 

1915 

4.17 

4.15 

1920 

4.91 

5.10 

1925 

4.48 

4.50 

1930 

4.39 

4.40 

1931 

4.08 

4.10 

1932 

4.73 

4.70 

1933 

4.17 

4.15 

1934 

4.08 

3.99 

7935 

3.52 

3.50 

1936 

3.36 

3.20 

1937 

3.15 

3.08 

1938 


3.00 

1939 


2.75 

1940 


2.70 

1941 


2.65 

1942 

• 



, , « * Railroad bond yields are from Table 10 of F, R, Macaulay’s Some Movements 

of interest Rofes, Bond Yields^ and Stock Prices in the United States since 
. , 1856, National Bureau of Economic Research, New York, 1938. The January 

figure for each year is quoted. Corporate bond yields ore the 30-year basic 
, , - yield from David Durand’s “Basic Yields of Corporate Bonds, 1900^1942/* 

Technical Paper 3 of the National Bureau of Economic Research, 1942. Yield 
; figure is for the first quarter of each year, 

Althotigli bond yields are influenced by many factors—capital imports and 
' exports, the state of bank reserves, and the level of national output, among 
others-Aere Is considerable correlation between bond yields and wholesale 
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prices wlieii the long-term rate of interest is subject to free market forces. 
This is illustrated by the downward trend in both bond yields and wholesale 
prices from the close of the War between the States to the middle ISOO’s, 
and the rise in both from 1900 until about 1920, One hypothesis advanced 
to explain this movement is that money yields automatically reflect real 
yields. As wholesale prices fall, bond prices tend to rise and their yields 
consequently tend to fall; as prices rise, bond prices tend to fall and their 
yields to rise. In terms of price analysis, the supply schedule for long-term 
loans may tend to increase when prices are falling and to decrease when 
prices generally are rising. 

The fairly consistent downward trend in interest rates since 1930, how- 
ever, reflects more or less conscious management of the money market, 
especially since 1933, which has been explained in relation to government 
finance.® 

PARITY PRICES 

Probably one of the most significant manipulated changes in the national 
price structure has been the legisktion embodying the concept of parity 
prices for agriculture. The sharp decline in farm prices after World War I 
focused attention on the disparity between the prices of things farmers sold 
in relation to the prices of what they bought. An effort was made to secure 
"equitable’’ (upward) adjustments in farm prices to preserve or restore the 
economic prosperity and well-being of the farm population. During most 
of the period between the two world wars (in wartime farm prices achieved 
a high degree of inflation), the idea of parity prices was refined, reduced to 
statistics, preached, and accepted into the economic folklore of the volatile- 
priced agricultural economy. In 1933, after considerable promotion, it was 
embodied in legislation (Agricultural Adjustment Act) designed to raise 
farm prices. Parity prices have been a standard fixture in national policy on 
agriculture since that time. During World War II, the standard doctrine of 
parity prices did not permit sufficient inflation of farm prices to suit the 
friends of the farmer, however, so for price control purposes several higher 
variants were legislated to prevent parity prices from restraining further 
inflationary increases in farm prices. 

The basic principle of parity prices is that "fair” prices for farmers require 
the maintenance of a certain relationship between the prices received by 
farmers and the prices paid by Tanners. If the prices paid rise more or fall 
less than the prices received, it is assumed that agriculture’s position in the 

® See Chap, 19, pp. 442-48. ’ 
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economy has deteriorated. Since the parity concept was developed in 1922 
after a severe drop in farm prices, it was natural that the pre-World War I 
days when farm prices were higher should be considered a fair base. Thus, 
parity for most crops has been defined as a purchasing power for farm prod- 
ucts in the period August 1909-July 1914. Special exceptions have been made 
for certain crops—f or tobacco the base period was shifted to 1919-29, and 
then to 1934-39, as these periods became successively more favorable to 
tobacco growers. 

The general index for parity can be calculated from indexes of prices paid 
by farmers and prices received by farmers. If, on the basis of 1909-14 = 100, 
the index of prices paid at a particular time stands at 150 and that of prices 
received at 100, farm prices are obviously below parity. To put it simply, 
$1 worth of purchased goods in the base period would now cost $1.50, 
whereas the farm products with which to buy them would still sell for $1. 
Farmers would, under these conditions, get only 66% per cent of parity. 

For a particular crop, for example wheat with a base period (1909-14) 
average price of $0.98, parity can be calculated by multiplying the current 
index of prices paid— say, 150— by the base period price. The parity price 
of wheat would be $1.47 ($0.98 X 150). If the actual price were less 
thaii $1.47, it would be less than parity. The formula is simple, and its 
appeal to agriculture is attended not only by words of approbation but by 
the most important test of a politico-economic policy— votes. The way this 
formula has been used to determine government subsidies to agriculture 
will be discussed in the next chapter. 

The parity concept, despite its settled place in national policy, is full of 
economic mischief both in what it is and in what it may become. Funda- 
mentally, it uses relative prices as a measure of economic well-being, 
whereas a more appropriate measure for this purpose is real income. 
Parity gives no recognition to the improvements in farm productivity by 
means of which income per unit of farm labor or capital has greatly in- 
creased. Farm prices may well fall below parity without reducing real 
farm income, because improvements in farm productivity may reduce costs 
more than prices. Parity takes no account also of the increase in social 
income shared by farmers through the development of good roads, free 
farm services, subsidies to agricultural education, and the like. As an instru- 
ment of national policy, by concentrating attention and government support 
upon farm prices, the seeking after parity has had serious repercussions 
upon export markets for American cotton and other export crops, which have 
been partially driven out of foreign markets by cheaper foreign sources of 
supply. This unfortunate consequence of domestic price-support activity 
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has led to the inevitable next stage— dumping and subsidization of exports. 

It might require ultimately the subsidization of domestic manufactured prod- 
ucts made from the high-priced raw material if domestic manufacturers are 
to remain competitive in world markets. 

For what it may conceivably become, the concept of parity is also dis- 
turbing. Organized labor, now represented by talent comparable to that 
championing agriculture and possessed of as great facility for getting out 
the votes, has half seriously suggested that parity wages for labor might 
become a worth-while goal. Select, for example, some base period in which 
wages were particularly favorable in terms of the cost of living, and seek 
to restore wages to that favorable relationship. It follows almost by defini- 
tion that a favorable base period for labor will be one during which farm 
prices are low, since farm prices exercise an important effect upon the cost 
of living. There would be, then, a parity wage for labor inconsistent with 
parity prices for farmers. To the extent that farm prices rise toward parity, 
wages will tend to fall below wage parity. But since both groups want 
increased incomes, the pressure upon prices in general will be upward. The 
possible effect might resemble a dog chasing his tail up a stairway. 

Finally, of course, there might develop a movement for parity prices for 
industry, whose base period would be disadvantageous to both labor and 
agriculture and whose parity prices would be inconsistent with both faiin 
and labor parities. 

Perhaps in recognition of these actual and potential drawbacks of farm 
parity, responsible officials of the Departments of Agriculture and State 
suggested as an alternative early in .1945 that farmers might be paid a 
subsidy directly rather than indirectly by* means of price manipulation. 
That agriculture has suffered more severe price reductions than most of the 
other parts of the economy during periods of business depression cannot 
be doubted, as the evidence on price inflexibility shows.® If, as a matter of 
national policy, the government is determined to protect fanners from the ■ 
rigors of periodic and uncontrolled price deflation, it appears that a choice 
must be made between supporting prices and supporting farm income. Price 
support, the policy pursued in the period between the wars, raises grave 
problems of equity, leads to dumping of surpluses of farm products, impaii's 
export trade, and tends to be self-defeating for export crops. Moreover, it 
can be argued that the maintenance of high prices of certain farm products 
encourages uneconomical use of resources, i.e., land may be used to grow 
crops which might be more economically used for something else— grazing 


® Described in the following discussion. 
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or timber growing, for example. Income subsidies rather than price support 
might reduce uneconomical use of land. ^ 

FLEXIBLE AND INFLEXIBLE PRICES 

A t3^pe of price relationship which has caused almost as much contro- 
versy—both political and economic-^as the parity price relationship for 
agriculture is the relation between ^'flexible"^ and "inflexible” prices. This 
relationship, which had been noted even by Adam Smith in his Wealth of 
'Nations^ was "rediscovered” and put forward as a cause for the great 
depression which began in 1929. It was also part of the politico-economic 
diagnosis which gained some favor during the 1930’s, based on a belief that 
market influences no longer proved an efficient means of regulating the 
economic system. 

The essence of the flexible-inflexible price controversy is illustrated in 
Table 55 showing the relative declines in prices and in production, between 
the prosperous year 1929 and the depression year 1933, for selected in- 
dustries. 

Table 55 percentage decline in prices and production 

IN SELECTED INDUSTRIES, 1929-33 


Motor vehicles 

Per cent drop 

In prices 

12 

Per cent drop 
in production 

74 

Agricultural implemenfs 

14 

84 

Cement 

16 

55 

Iron and steel 

16 

76 

Automobile tires 

25 

42 

Leather products 

33 

18 

Petroleum products 

36 

17 

Textile products 

39 

28 

Food products 

39 

10 

Agricultural products 

54 

1 


Source; Nationai Resources Committee^ The Structure of the American Economy^ 
Pt h Table XXil, Washington, 1939. 


It was contended that the American economy was divided into two types 
of industries: (1) those that maintained prices at the expense of production; 
and (2) those that were unable to maintain prices and, therefore, maintained 
production. The industries at the fop of Table 55 showed the smallest 
reduction in prices and largest drop in production; those at the bottom 
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showed large reductions in prices and little drop in production. The infer- 
ence (based on an inaccurate application of demand and supply analysis) 
was that' some industries cut ' their prices, or were forced to do so, and 
thereby maintained production and employment; whereas other industries 
chose deliberately to hold their prices high, and therefore cut their produc- 
tion to the extent necessary to maintain prices. An attempt was made to 
show that the high price-low production behavior was characteristic of 
those industries where production was concentrated in a few big producers 
while the low price-high output behavior occurred where production was 
divided among many producers. The villain in tlie piece, therefore, became 
‘'industrial concentration,” the control over prices and production achieved 
by a few corporate giants. The concentrated industries behaved in such a 
manner that competitive industries like agriculture suffered from low prices 
of their products and high prices for their trucks, tools, equipment, and 
supplies, while labor and the country as a whole suffered from unemploy- 
ment and a low level of income. 

A careful analysis of these allegations will serve to illustrate some of the 
pitfalls involved in applying economic principles without fully understand- 
ing them. Consider first the implication that the drop in production was 
caused by maintaining prices at too high a level. Prices, as it has been 
reiterated, are the result of forces operating on both the demand and supply 
sides of the market. An important factor influencing the price at which 
goods will be sold is their cost of production. A study of changes in direct 
costs of production for 86 industries for the period 1929-33 showed that the 
direct cost of production dropped most for tliose industries w^hich showed 
the greatest drop in price, and least for those that showed the smallest drop 
in price.^ Obviously, motor-vehicle prices could not drop in price as much, 
for example, as food products, w^hen the direct costs— largely labor and 
materials— of making motor vehicles fell but little, whereas tire direct costs, 
of food— based upon prices of agricultural products— dropped enormously. 
The differential reduction in direct costs of manufacture, of course, requires 
an explanation itself. An explanation is found in the change in prices of 
productive services. 

In agriculture and to some extent in extractive industries, prices for 
capital, for the services of land, and even for much of the labor are almost 
all like rent. The price of land, of course, is rent, but once capital and a 
family career have been committed to agriculture, the return received at 
least over a short period of years depends on the same forces which deter- 

A. C. Neal, Industrial Concentratian and Frice Inflexibility^ American, Cotincil of 
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mine land rents— i.e., what the market will support Moreover, since there 
is little alternative use either for farm land, farm capital, or even farm labor 
other than for working farms, crops continue to be made regardless of price. 
In many cases, this tendency to maintain output is accentuated by the 
necessity to meet mortgage payments and to pay taxes and insurance, all 
due in terms of stated sums of money. When prices of farm products fall, 
one common way of obtaining a given sum of money for such payments is 
to increase production enough to oiBFset the reduction in price. Corporations 
in manufacturing might miss dividends and even go into receivership with- 
out much change in physical production or even in employment, but farmers 
who go bankrupt lose not only their businesses, but their homes, life work, 
and self-respect as well. 

In addition to the enormous declines in prices for agricultural products 
and such commodities as timber products which are produced under the 
influence of similar economic forces, movements in the prices of other pro- 
ductive services help to explain price inflexibility. Industrial wages in many 
lines are relatively inflexible, particularly in strongly unionized industries. 
Average hourly earnings in 44 major manufacturing industries, for example, 
dropped 13 per cent from 1929 to 1932. Pubhc utility rates either rose 
or changed very little during the depression period. 

A final test may be applied to the theory that ''concentration” caused 
prices to be maintained at the expense of production. If this is the case, the 
extent of concentration should be related on the one hand to the flexibility 
of prices, and on the other to the drop in production. An analysis of the 
drop in prices from 1929 to 1933 in relation to the extent of concentration 
for 407 commodities showed no perceptible relationship. That is, a large 
decline in price was equally likely to be associated with high or low con- 
centration. Similar results were obtained when the degree of concentration 
was compared with the depression drop in production.® 

There is abundant evidence that the explanation of price inflexibility in 
terms of a sinister choice either to maintain prices at the expense of produc- 
tion or to maintain production at the expense of prices, is not supported by 
good economic reasoning or investigation even though it has had its political 
uses. 

Far more significant than the investigation of "inflexible” prices from the 
standpoint of maintaining income and employment is the influence of "con- 
centration” upon business savings. There is some evidence that those 

^W. L. Tliorp and W. F. Crowder, "Concentration and Product Characteristics as 
Factors in Price-Quality Behavior/’ American Economic Review, Papers and Proceedings, 
V. 30, 1941. Also "The Structure of Industry,” TNEC Monograph No. 27. 
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industries wliich were relatively more concentrated succeeded far better 
tlian the Ifess concentrated industries in maintaining the margin between 
direct cost and price which provides the source of business savings. Index 
numbers of the margin between average direct cost and average price for 
67 industries divided into low, medium, and high concentration groups 
show the^ pattern given in Table 56.^ 

Table 56 index numbers of cost-price margins 


index for low concentraHon group 

1929 

1931 

1933 

(22 industries) 

Index for medium concentration group 

100 

76.8 

68.3 

(22 industries) 

index for high concentration group 

100 

84.4 

75.1 

(23 industries) 

100 

92.0 

85.7 


The size of the margin between direct cost and price dropped twice as 
much in the more competitive industries as in the highly concenti*ated 
industries. Although these figures show only the drop relative to a prosper- 
ous year (1929), they do indicate that concentration exercised some influence 
on unit margins over direct cost during a period of depression. It is likely, 
on the basis of these data, that "'concentration” exercised its effect, if any, 
upon national output and employment by maintaining the basis of business 
savings during a period when investment outlets were scarce. If the volume 
of savings arising in one part of the economy is excessive in relation to 
investment opportunities, other parts of the economy must dis-save; tills 
dis-saving may have to be effected through, a general reduction in national 
income. 

If producers behaved in a purely competitive manner, prices would fall 
to the level of average direct cost when demand fell off sharply. As a result, 
the unit margin over direct cost would tend to disappear. Since the margin 
over direct cost provides the source of business savings and— through sal- 
aries, interest and dividends— the source of a large part of private savings, 
it is clear that purely competitive behavior by business would tend to correct 
any tendency for sa%dngs to become excessive. On the contrary, if savings 
were sufficiently reduced by reductions in the margin over direct cost from 
price-cutting, a relatively small amount of new investment would tend to 
restore the level of the national income. 

Price movements, therefore, are, central to the formation of the level of 
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national output and national income. Changes in the structure of prices, 
meaning changes in some prices relative to others, are indicative of chang- 
ing demands, changing techniques of production, and changing patterns of 
income distribution. They are a means of bringing about a redeployment 
of resources among uses and a reallocation of income between savings and 
spending consistent with the maintenance of a high level of national output 
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Price Control 


Conscious and purposive control over prices is undertaken because the 
conditions established by market forces are regarded as undesirable, either 
to sellers or to buyers. Usually price control is instituted for single com- 
modities or groups of related commodities, although at times it is thought 
desirable to control virtually all prices. Control may be exercised by buyers, 
by sellers, or by public authority in the form of national, state, or local 
governments. 

CONTROL OF INDIVIDUAL PRICES 
Private Control of Prices 

There is perhaps much truth in Adam Smith's canny observation, made 
over a century and a half ago, that 'people of the same trade seldom meet 
together, either for merriment and diversion, but the conversation ends in 
a conspiracy against the public, or in some contrivance to raise prices/' 
Control over prices is an ever-present ambition of most sellers under the 
system of free private enterprise; private sellers are seldom satisfied that 
the prices they can get are, to their way of thinking, "fair," especially if they 
are prices established in a competitive market. As a result private sellers 
employ many methods to .acMove some degree of control over their own 
prices.;, ’ 

An individual seHer . pay att^pt to monopoly power for himself 
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■ by several devices. He may obtain o'wnership or control over virtually the 
whole capacity to produce a particular product, as was done before 1941 
in the United States in the production of aluminum, nickel, molybdenum, 
magnesium, shoe machinery, glass-container machinery, scientific precision 
glass, telephone service, and Pullman cars/ Or again, if a single firm is 
unsuccessful in controlling prices, two or three firms in duopolistic or 
oligopolistic industries may each have some degree of control over prices. 
Duopoly was approximated in the prewar period in the sale of domestic 
telegraph service, bananas (at the import level), plate glass, electric-light 
bulbs, electric accounting machines, railroad air brakes, compressed oxygen 
and acetylene, oxyacetylene torches, and sulphur. Oligopoly prevailed in a 
large number of industries, including steel, cement, agricultural implements, 
newsprint, glass containers, typewriters, eyeglasses, radio broadcasting, 
automobiles, electrical equipment, rayon, and many others. Uniform pricing 
; practices, such as the use of basing points or zone-delivered prices, are also 

methods giving some control over prices. 

Attempts by private interests to control prices are not limited to business- 
men. Farmers have for many years sought to achieve some control of crop 
prices by means of co-operative marketing agencies. One of the more 
successful of these has been the California Fruit Growers’ Exchange, which 
controls the marketing of most of the Cahfornia citrus fruit crop. The 
exchange withholds fruit from the market by channeling it to processors or 
dumping it when the supply is so great that uncontrolled selling would 
unduly depress prices. Similar co-operative marketing schemes have been 
organized for cranberries, California prunes and apricots, California lettuce, 
fluid milk sold in several metropolitan markets, and numerous other farm 
products. This kind of organization was legally sanctioned by the passage 
of the Clayton Act of 1914 and encouraged by subsequent legislation- 
The collective-bargaining practices of labor are, essentially, monopolistic 
means to affect the prices of labor services. The most important objective of 
unionization is control over the supply of labor of particular kinds or in 
particular industries. Collective bargaining has been sanctioned and en- 
couraged by legislation for many reasons, mainly because employers in 
dealing with unorganized labor have a considerable degree of monopsony 
, power that may be used to beat down wages below competitive rates* 
Unionization tends to counterbalance the employer s power, hut it may also 
lead to monopolistic practices which exploit employers, at least for a time. 

' i , See Clair Wilcox, "Cpmpetitioia and Monopoly in American Industry/ TNEG Mono- 

j - graph No. 21, , ^ , V’ ' ‘ "v, , , I , 
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PUBLIC CONTROL OF PRICES 

Until tlie early 1930’s, public policy toward control of individual prices 
was based upon a generally accepted conception that industries were either 
' competitive” or 'natural” monopolies. Control of prices in the competitive 
area was deemed to be maintained by the forces of the market, although 
beginning in the 1890’s the public was led to demand enactment and en- 
forcement of antitrust laws designed to keep competition free and effective. 
For monopoly areas, however, it was early recognized that control of prices 
could not be left safely to market forces; the Supreme Court in the Granger 
Cases of the 1870’s officially recognized that regulation of the rates of 
'natural” monopolies might be necessary. Railroads, street railways, water 
supply, electric power, gas, telephone, and telegraph systems— all have by 
now been judged to be natural monopolies which must be subfected to 
regulation if they are to serve the public most efficiently. The public 
control of such maturaF monopolies is discussed in Chapter 30. 

Since the early 1930 s the clear-cut classification of industries into two 
groups— ^natural” monopolies and competitive industries— no longer afforded 
a guide for public policy toward price control. The coal-mining industry, 
one of the most competitive, has been judged to require minimum price 
control- (Unlike most controls upon public utilities and railroads, control of 
coal prices was directed primarily to prevent price cutting.) Prices of many 
agricultural commodities have also been subject to some form of minimum 
. price control. In fact the outstanding example of selective price control 
outside the traditional sphere of natural monopolies is that exercised over 
agricultural commodities. 

Control of Farm Prices 

Government intervention to raise farm prices following 1929 was, as 
already noted, the immediate result of political pressure from farm areas. 
Ultimately, however, it was caused by an accumulated series of maladjust- 
ments dating back to World War I. Farm prices soared from 1913 to 1919 
under the impact of wartime demand; by 1919 farm prices were on the 
average more than double their prewar level. Stimulated by high prices and 
government urging to increase output, many farmers bought additional land 
at high prices by mortgaging their property, so that some new land was 
brought under cultivation. In 1920 farm prices collapsed with the onset of a 
general depression beginrdmg in that year and remained somewhat depressed 
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tliroiighout the otherwise prosperous 1920 s. Meanwhile, European agricul- 
ture was Rehabilitated and several foreign countries undertook to protect 
their own markets by restricting imports. In addition, American dietary 
habits became more diversified, to the detriment of markets for traditional 
staple products like wheat, corn, and hogs. Rayon cut into the cotton market, 
and the growing use of gasoline-driven automobiles and tractors reduced the 
demand for hay and feed grains. 

In general, American agriculture after World War I was characterized by 
an enormously expanded capacity to produce, a large debt burden contracted 
when prices were high, and a reduced demand for its products. This eco- 
nomic condition was aggravated and in a sense continued by the fact that 
the demand for many crops is inelastic; smaller crops will generally produce 
more revenue than larger ones. The supply of most staple crops is likewise 
fairly unresponsive to reduced prices. Faced with the necessity of meeting 
payments upon loans, taxes, and similar expenses involving fixed annual 
outlays, many of the nation’s farmers respond by increasing output when 
prices fall in order to compensate for lower prices by increased marketing. 

These underlying economic forces led to constant agitation to "do some- 
thing for the farmer,” which meant to do something to raise farm prices. The 
traditional method of affording some degree of price protection to Ameidcan 
producers is the tariff, which had been a part of America’s economic policy 
since the days of Alexander Hamilton,^ A tariff on farm products, however, 
provides little benefit to farmers because in general the United States is an 
exporter, not an importer, of farm products. A general increase in tariff 
duties in 1920 and 1922 and again in 1930 probably hmt American agri- 
culture more than it helped, because it reduced foreign purchasing power 
for American goods (by reducing imports into this countr)^) and led foreign 
countries to raise further barriers against American exports of faim products. 

Direct price support for farm products began wdth the passage by Con- 
gress of the Agricultural Marketing Act in 1929. The Federal Farm Board 
was established under the act to advance loans to farm co-operative asso- 
ciations, which in turn advanced loans to farmers on the security of their 
crops. The loans were designed to enable the farm co-operatives to hold 
crops off the market until prices were more favorable. Unfortunately, opera- 
tions were started in 1930 at the beginning of another landslide in fami 
prices, and the Farm Board was soon required to set up stabilization cor- 
porations which rescued co-operatives by taking over their holdings of farm 
products at the loan rates. Despite these actions, together with open-market 
purchases of wheat and cotton by the government to bolster prices, the 

2 See Chap. 36, pp. 788-95. ■ ■ ' 
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world depression carried crop prices to new low levels. Eventually, the 
Farm Board had to liquidate its holdings at a loss of about S40 million 
dollars. This experience demonstrated that in the face of a world- wide 
depression it is impossible to support prices determined by the world market 
without control over production. 

The Agricultural Adjustment Act of 1933 created the Agricultural Adjust- 
ment Administration (AAA) and set a goal for price-supporting operations: 
to re-establish parity between farm and nonfarm prices. To achieve this 
goal the government made cash ("henefit”) payments in return for agreement 
by the farmers to reduce their acreages ^ of certain basic crops such as 
wheat, cotton, com, hogs, tobacco, and rice. In order to achieve immediate 
results, the now-famous slaughter of little pigs and the plowing-under of 
one fourth the cotton crop was conducted in 1933, its purpose being to 
reduce amounts produced and so force increases in prices. For other farm 
crops, the AAA assisted the farmers in drawing up "marketing agreements"' 
with the purchasers of the crops, such as canneries. The intent behind the 
marketing agreements program was also to raise the prices received by 
fanners. 

Although the legislation was declared unconstitutional in 1936 (in a case 
involving the tax levied on processors to raise funds for benefit payments to 
fapners). Congress in the same year enacted the Soil Conservation and 
Domestic Allotment Act as a constitutional means of achieving the same 
purposes. Instead of receiving payments for not producing the staple crops, 
farmers under the new act received payments for producing something else. 
They were paid for producing soil-building crops like legumes instead of 
wheat, corn, cotton, and other soil-depleting crops. 

The fall of farm prices in the second half of 1937 led to the passage in 
1988 of an Agricultural Adjustment Act authorizing the "ever-normal gran- 
ary."" The object of the "ever-normal granary"" was to carry the excessive 
crops of some years into other years of poor crops and good prices. In order 
to avoid the experience of the earlier Federal Farm Board, however, the 
"ever-normal granary" plan continues the soil-conservation payment plan 
set up under the 1936 act, and furthermore provides for national voluntary 
acreage allotments for the basic crops— wheat, corn, cotton, tobacco, and 
^ , rice—and authorizes loans to farmers for carrying over crops from good years 

’ to bad (low- to high-price years). Excessive amounts of tire basic crops can 

I' be held off the market by imposing marketing quotas if two thirds of the 

s Since ihe farmers were reqtared to reduce the mjmber of acres planted, tbe reduction 
in tihe size of tlie crop , was not n^assarily proportionate, because the tendency was to 
put the poorest acres out of produeMdh. / A. ' . 
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famiers participating in a referendum approve. When quotas are imposed, 
sales in ext^ess of quotas are subject to penalties. Parity payments in excess 
of soil conservation payments may also be made whenever the price of one 
of the five commodities falls below parity, assuming of course that Congress 
appropriates the funds necessary to make such payments. 

These several price-raising measures have been accompanied by other 
measures to aid tlie farmer which are to some extent contradictory to them; 
cheap credit is made available to fanners overburdened by mortgages, 
needy farm families are aided in attaining a self-supporting basis on the 
land, tenant farmers and farm laborers are encouraged with loans to buy 
farms of their own, and sound methods of farm management are urged on 
farmers to make farming more profitable. Although these additional pro- 
grams have undoubtedly benefited the farm families for which they were 
developed, it is probable that they have also served in some measure to 
maintain and increase farm output. There can be little doubt that the price- 
raising measures— even before World War II— succeeded in increasing farm 
income, or furthermore that the gains enjoyed by farmers were to a con- 
siderable extent offset by the higher prices paid by consumers and the 
heavier obligations placed upon taxpayers to meet the cost of the programs 
to the government 

During World War II the demand for agricultural products increased 
greatly because of the higher level of national income, the increased indi- 
vidual consumption of food by persons in the armed forces and the large 
shipments abroad under Lend-Lease. This increase in demand raised farm 
prices to about twice their prewar low levels, and protection was afforded 
farmers by wartime legislation which forbade imposition of ceilings at less 
dran 110 per cent of parity. In order to encourage farmers to increase food 
production without fear of depressing prices, even if the war suddenly came 
to an end, legislation guaranteed "support” prices of 90 per cent of parity 
for corn, wheat, rice, tobacco, and peanuts for two years after the end of 
the war (the termination date of December 31, 1948, is established on these 
guarantees). Other crops added later to the "postwar price-floor” program 
by Congress included hogs, eggs, most kinds of chickens, turkeys, milk, 
butterfat, certain varieties of dried peas and beans, and potatoes. Cotton 
was guaranteed 95 per cent of parity. To take care of any surpluses that 
might arise to threaten price support policy. Congress provided tliat they 
might be sold abroad at "competitive world prices.” 

Tlie attempts of government to raise farm prices since 1929 offer a good 
example of the manner in which initial attempts to regulate prices lead to 
additional and continued regalatiom The' 'Federal Farm 'Bpard^'s attempt. to 
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raise prices was foredoomed to failure because it neglected control of 
supply. Subsequent legislation broadened the control to include produc- 
tion quotas, implemented by appropriate penalties for enforcing such 
quotas. Since the domestic supply of the major crops constitutes only a part 
of the world supply, domestic price-raising programs reacted against for- 
eign sales. In the 10-year period after 1927-28, the American share of 
the foreign cotton market dropped from almost 50 per cent to only 25 per 
cent. It therefore became necessary to separate the world price structure 
from the domestic, the latter being maintained at higher levels and pro- 
tected by tariffs and prohibitions against importation of previously exported 
American farm products. The "price-support” program late in 1945 had 
reached a state in which domestic prices to producers for the major crops 
were guaranteed regardless of market influences. The provision authorizing 
foreign sales at . world "competitive prices” raises other problems. Since 
farm products are exported not only in raw form but are also embodied in 
manufactured articles, American exporters were confronted with the un- 
pleasant prospect of buying their raw materials at higher domestic prices 
than their foreign competitors. To remove this disadvantage, the govern- 
ment faced the unpleasant task of rebating to thousands of manufacturers 
the difference between the domestic and world prices for the agricultural 
raw materials used in that part of their production which is exported. 

Even such an expansive program, however, cannot undo all the damage 
to die export position of manufactured commodities. Higher prices for major 
crops will undoubtedly affect prices for minor crops also, since the two 
types of crops are in competition for the land, labor, and capital necessary 
to grow them. Acreage controls for major crops may increase output of 
minor crops and lead to control on them too. Thus, in a myriad of hidden 
and unsuspected ways, maintenance of domestic prices for farm products 
above world levels will work mischief in foreign and domestic markets. For 
these reasons and because dumping of surpluses abroad is inconsistent with 
the announced American policy of removing restrictions upon international 
trade, it is likely that other means of raising domestic prices without 
destroying the export market will be sought. One such means is an extension 
of the use of international commodity agreements, 

Infernafional Commodify Agreemenfs 

International commodity agreements are agreements among producers 
(or their governments) in different countries to control the production or 
marketing of particular commodities. The main purpose is to support world 
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prices for commodities important in international trade. A few examples of 
peacetime commodity agreements may be cited to illustrate their operation. 

British rubber producers joined in 1922 in a scheme to restrict output in 
order to maintain prices (the Stevenson Plan). The plan, to the extent that 
it succeeded in raising prices, encouraged an expansion of production by 
Dutch and native plantations not bound by the agreement. It came to its 
logical end in 1928 after British producers had been forced to make succes- 
sive reductions in their own output to offset unregulated Dutch production. 
A restriction plan was tried again in 1934, under government auspices 
and including all major producers. Production quotas were established, 
based upon past exports, to maintain an agreed-upon price. The scheme was 
continued with considerable success until Japan occupied the principal 
producing areas in 1942, and it was again put into operation after the defeat 
of Japan. A similar plan was tried by private producers of tin in 1929, hut 
failed because some major producers refused to join. In 1931, this time 
under government auspices, restriction was agreed to by all major producers 
and was actively practiced. Output was limited by production quotas and 
export quotas were set under the plan in accordance with past exports. In 
effect the restriction plan led to the liquidation of excessive stocks and an 
improvement in prices. Brazilian producers of coffee, who account for the 
major part of the world’s supply, established a price stabilization scheme 
in 1923, which involved the storing <>f coffee during years of bumper crops 
in order to guard against depressed prices. Production control was not 
exercised and a succession of bumper crops led to large stocks. The scheme 
broke down, and the government was impelled to intervene with a program 
of destruction of surplus crops coupled with subsidization of the growers. 
Coffee was again controlled in 1941 when the Inter- American Coffee Agree- 
ment became effective. Under this agreement export quotas are set for each 
American producing country for the purpose of allocating exports between 
die United States, the principal consumer, and the rest of the world. The 
United States, whose interest is solely that of a consumer, is represented on 
the board administering the agreement. Sugar, tea, and wheat are among 
the other commodities for which agreements have been established. In 
general, the trend in ail such agreements is toward increased control by 
each government over its domestic production, stocks on hand, and uses of 
the commodities; for experience has shown that control over price is 
ineffective without regulation of production. 

In general it will be found that most international commodity agreements 
originate with private producers, not governments, and are intended to stop 
or reverse a downward movement in prices. Governmental intervention is 
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invited partly to lend its authority to make production control effective. 
Such agreements may be mutually beneficial to producer and consumer 
alike. Prices for many agricultural and mineral raw materials entering into 
the world market have been subject to extreme fluctuations. Rubber, for 
example, has ranged in price within a few years from 4 cents to about $1 
per pound. If international control can be exercised to provide a greater 
degree of stability for such prices, and with such stability removal of un- 
certainty from both producers and consumers, it might serve useful pur- 
poses. Stability of raw-material prices would do much to stabilize incomes 


in small nations heavily dependent upon exports of raw materials. Notwith- 
standing this, however, the prices thus stabilized should be high enough 
only to bring forth die output demanded. Under such a type of control there 
would appear to be little need for the elaborate provisions limiting produc- 
tion to specified quotas except in those cases where a marked and permanent 
shift in demand required a reduction in productive facilities. Under ordinary 
circumstances, buffer stocks would be bought up and held off the market 
in years of high output and released during years of low output while prices 
would remain relatively stable. Such a plan is almost foredoomed to failure, 
however, because prediction of output and demand is exceedingly difficult 
and, more important, because it is likely to be politically impossible to sta- 
bilize prices at low enough levels to make production control unnecessary. 


Control of Bituminous Coal Prices 

Control of minimum prices was undertaken during the depression of the 
1930’s in the bituminous coal industry for some of the same reasons that 
price support was provided for agriculture. During World War I new mines 
were opened under pressure of the greatly increased war demand and the 
resulting high prices, and output was considerably increased. During the 
years between wars demand shifted markedly toward other sources of fuel. 
Before World War I coal was the source of about 70 per cent of the total 
energy used in this country; by 1937, it was the source of only 45 per cent, 
owing to the increased competition of fuel oil, natural gas, and water power. 
Moreover, substantial economies in the use of coal were effected. Together, 
these changes restricted the demand for coal and the high-cost producers 
suffered losses. 

Wages in the bituminous coal industry are a large proportion of total 
cost, usually more than half. Price-cutting in the industry resulted in wage- 
cutting which undermined the veeKare of almost a half million coal miners. 

• By 1933 tihe annual eainffigs;per:miBer had been reduced to the meager sum 
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of $550. Since coal mines are located in more or less isolated areas, alterna- 
tive opportunities are not readily available for unemployed or underpaid 
miners; furthermore, most miners are not trained for other woric. Low wages 
did not remove the oversupply of mine labor, nor did low prices close down 
enough mines to remedy the chronic condition of overcapacity which de- 
veloped during the 1920's. Long-run adjustments, it should be observed, 
take a long time to occur. 

Under these conditions, coal operators and miners united in pressing for 
legislation to provide relief from low prices. Legislation was passed per- 
mitting the establishment of minimum prices for coal, and, for a time, the 
fixing of wages and hours by government. The task of fixing prices in the 
coal industry was by no means an easy one. A brief description of the 
process is given here to illustrate the complexity of government price con- 
trol. Ail coals produced by all mines had to be listed in terms of a uniform 
system of classification so that the prices established could be related to 
particular specifications. Since coal prices are quoted on a delivered-to- 
market basis, f.o.b. mine prices had to be made consistent with the delivered 
price system. Seasonal price patterns had to be recognized and provided for, 
since coal prices are nonnally reduced in the summer to encourage sales. 
The competition of competing fuels had to be recognized and, if possible, 
the loss of markets avoided. After taking these and other considerations 
into account, the minimum prices were required to return to each of the 
10 major producing areas the weighted aV^erage cost of production for the 
mines within it. 

Like much other legislation aimed at supporting prices, the Bituminous 
Coal Acts attacked the symptoms rather than the malady of low prices. 
Minimum price control legislation made no provision for closing down 
mines unable to cover average total costs but on the contrary helped 
directly to keep them operating; it did not serve to transfer men from coal 
mining to other occupations but instead encouraged miners with higher 
wages to remain in the occupation. Although the legislation did make con- 
ditions more attractive for both operators and miners by increasing their 
earnings, this was accomplished by raising the price of coal to tbe pubKc. 
In fact, by specifying average cost as a standard for minimum prices the 
legislation provided the basis for possible future trouble, since prices by 
this standard would probably be increased if demand and output fell. 
TIius the government had, wittingly or unwittingly, sponsored a device 
, which even the more ruthless monopolists have hesitated to use* Witit^ 
World War II, this legislation' was allowed to lapse. , ,, U * ' 
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Control of Fluid-Milk Prices 

Fluid-milk prices were under minimum price control in 20 states by 1940. 
The devices used to control minimum prices for milk during the 1930's 
provided a basis for maximum price control during the war, and in the post- 
war period minimum price controls have once again been established in 
many areas to encourage regular production and to insure orderly marketing. 

Before the depression of the 1930 s milk markets could be characterized 
as monopsonistic on one side and monopolistic on the other. The principal 
buyers from the producers were large distributors, whose principal market 
was composed of unorganized family consumers and retail stores. Likewise, 
producers in most important milk marketing areas were organized into 
co-operatives for marketing their milk and had thus improved their bar- 
gaining position with distributors. The depression carried fluid-milk prices 
down along with other farm prices, however, and the influence of marketing 
co-operatives in protecting producers’ prices was largely eliminated by the 
underselling of nonmembers. 

The fluid-milk price structure existing before the depression (and later 
adopted by price-control authorities) consisted generally of a scheme of 
class prices for the same type of milk, diflFerent prices being paid for the 
same milk depending upon its end use. The most simple system is a two- 
price one: Class I milk— all milk and cream sold for human consumption 
in fluid form; and class II milk— all milk not sold as class I, including milk 
and cream used for making ice cream, butter, cheese, condensed milk, and 
other products. More elaborate systems of classifications are found but need 
not be discussed here. 

Control of the minimum prices of milk, like control of other farm products, 
was undertaken especially after 1933 to maintain or to increase the prices 
paid to producers. The milk producer occupied a position in the structure 
of his industry similar to that of the coal miner in the bituminous coal 
industry— pressures upon prices at the level of final sale were transmitted 
through the levels of distribution eventually to bear on him and thus 
reduce his earnings. Federal government control is effected by entering 
into marketing agreements with milk distributors, by issuing licenses, or by 
establishing minimum prices for' milk entering into interstate commerce. 
Orders may be issued Only if approved by producers accounting for two 
thirds of the total number or two thirds of the volume of production. This 
latter provision gives to producers* co-operatives effective veto power over 
such orders, since co-opetatives control the major proportion of the sales. 
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Since federal control is limited to milk shipped across state lines, the scope 
of federaf authority is greater in the Northeast, where milk markets are 
large and states small, than in the West and South. Most states include many 
purely local markets not subject to federal control; consequently federal 
control in practice is maintained in co-operation with those 20 states 
exercising milk price control. 

Under both state and federal regulation, control over prices is exercised 
in well-defined 'market areas” made up usually of urban territory. The 
minimum prices specified in some areas are based upon costs, but in others 
the primary basis appears to be the market prices previously existing plus 
a considerable amount of bargaining among producers, distributors, and 
government agencies. In most markets, the state milk control boards have 
established minimum resale prices for fluid milk to protect the structure of 
minimum producer prices. In this process they usually reduced or eliminated 
the spread between store and home-delivery prices, despite the obvious 
differences in cost of distribution by the two methods. As might be expected, 
the use of the power of the Federal and state governments to enforce 
minimum prices was instrumental in raising producer prices and therefore 
received the support of producers, distributors, and their employees. 

It is generally agreed that some control of milk production and distribu- 
tion is in the public interest because the production and distributioii of 
milk vitally affects the health of most citizens. Clean, pure, and wholesome 
milk is almost as essential to the public as pure water, which has long been 
the accepted concern of government. Establishment of minimum prices for 
milk is often defended as essential to the maintenance of an adequate supply 
of pure milk because low prices are believed to encourage the sacrifice of 
quality for quantity. Regardless of these contentions, several considerations 
must enter into the establishment of minimum prices. An abnormal spread 
between the prices of class I milk and other classes must result in the 
subsidization of manufactured milk products by fluid-milk consumers. The 
class price system in its more refined form appears to be little more than a 
device for monopolistic price discrimination, the effect of which is to 
maximize returns by charging what the traffic will bear. The lowest price 
market must at least return out-of-pocket cost of production or it is being 
subsidized by other markets. Establishment of minimum resale prices for 
milk encourages wasteful competition in distribution. Since distributors 
cannot cut prices to increase their sales, they are led almost inevitably to 
use other methods—excessive advertising, maintenance of high-cost routes, 
too frequent deliveries, and other costly services. When store sales and 
other methods of distribution are discouraged by minimum price-fixing. 
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the consumer is given no choice as to whether he wants more service or 
lower prices; thus the cost of distribution tends to become frozen at high 
levels. 

" Control of the Prices of Productive Services 

It should not be judged from the extensive consideration of commodity 
price control that government price control is limited only to commodities. 
It has already been shown that the level and structure of interest rates is 
dominated by the Federal government’s monetary and banking policies. 
Direct control over interest rates is for these reasons seldom necessary. 
However, maximum rates are prescribed in about 30 states for consumer 
loans where the amount borrowed is under $300. Rates are enforced to 
curb the avarice of the smalUoan business which, before legislation, often 
took advantage of the financially distressed borrower requiring small sums 
for emergencies. 

Another example of government control is found in the w^ages of workers 
involved in interstate commerce, which have been subject to minimum 
standards under the Fair Labor Standards Act (1938). State laws devoted 
to the same purpose were initiated in 1912 by Massachusetts. Minimum 
wages were specified for many industries in the short-lived codes of fair 
competition administered by the National Recovery Administration from 
1933 to 1935. Control over wage increases during World War II was 
exercised by the War Labor Board.^ 



DIRECT CONTROL OF THE PRICE LEVEL 

The reasons for direct control by the government of individual prices 
stand in sharp contrast to the reasons for control of the price level. Indi- 
vidual prices or groups of prices are controlled by government to prevent 
gouging of consumers in the case of monopoly price control, and in almost 
all other cases prices are controlled by government to aid the producers 
affected. On the other hand, control of the price level by direct methods is 
possible ordy by government, for it alone has the extensive authority to 
undertake such control. ^ ' 

Control over the price level is typiOally undertaken during a wartime 
period, although it may be atteinpted during some other period when the 
economic system is in danger of breaHng down. Thus, in both world wars 
direct control over the prfce ^level was instita^ and at the depth of die 
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Great Depression serious attempts were also made to bring the level of 
prices undl?!' control. The more dramatic and complete type of direct price 
control used during World War II to prevent inflation will be discussed 
first, since the partial controls used in an attempt to stop deflation in 1933 
represented to a considerable extent the same forces working in the opposite 
direction. 

Wartime Price Control 

The fuiidamental reasons in both world wars for governmental attempts 
to control the price level were (1) a breakdown of tlie price system in some 
areas, and (2) the unwillingness of government to allow it to operate in the 
remaining areas. During war the demand of government for goods of ail 
sorts, when superimposed upon civilian demands, results in a rapid expan- 
sion of employment. A very rapid rise in prices begins as soon as full 
emplo 3 mient is approached. Such a rise in the price level, however, serves 
no useful purpose, because under full employment conditions higher prices 
all around will not induce additional production. 

The government, moreover, does not allow the price system to wmrk in 
its usual fashion even in those remaining areas where it still may perform 
its economic function of allocating resources and apportioning consumer 
commodities. High prices on some items will encourage their production 
to the exclusion of other items, and only those persons able to pay the 
inflated prices can buy the goods. But this may be directly contrary to the 
interests of the nation s war effort. For example, high prices for butter may 
encourage diversion of dairy products, feeds, cattle, and farm resources to 
this use, to the detriment of urgent needs for other milk and animal prod- 
ucts. Moreover, high prices for butter and other food items may lead to 
discontent among workers and ultimately to disruptive and delaying strikes 
for higher wages. It follows that when extensive controls are placed over 
wide areas of an economy it soon becomes necessary to make them universal, 
for the normal operation of the price system in any significant degree tends 
to invalidate the objectives of the control. 

During war a disproportionately large share of all productive activity 
is devoted to the output of goods for military purposes. Wage payments and 
other income pa^unents initiated by the production of war goods constitute 
purchasing power not matched by a corresponding value of civilian goods. 
When a large part of war goods production is financed by funds borrowed 
by the government from the commercial banks, the disparity betw^^een spend- 
able income and^^_th6/amoiptt:bf -pwM'an becomes large and, inflation 
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threatens. On the other hand, if government financed the war in such a way 
-by exceedingly high taxation— that consumer expenditures we/e no larger 
than the value (at prewar prices) of the current output of consumer goods, 
direct control of the price level ‘would be unnecessary. Only certain items 
in abnormally short supply would need to be subjected to price control, and 
even these might be left free of price control if they were carefully rationed. 
Such a system of war finance cannot be attained because it would require a 
level of taxation which would be politically impossible to achieve and which 
might also impair the incentive to produce for both workers and businessmen. 

In this country and in the other belligerents, therefore, taxes and the 
gross savings of the economy fell short of the amounts of money required 
by government for war expenditure; the difference was made up by the 
sale of bonds to commercial banks, which pay for them by creating de- 
posits in favor of the government. The amount of disposable income avail- 
able for purchases of civilian goods is therefore greater than the amount 
of such goods available at prevailing prices, in consequence the level of 
prices must rise; and the same amount of civilian goods will necessarily 
cost more; 

These conditions are almost always incident to wars owing to the im- 
possibility of levying high enough taxes or inducing sufiicient saving. 
Direct control of the level of prices is the outcome. Several features of this 
policy may be noted: 

1. Financing the war is made easier, M prices are held down, not only 
is the amount of borrowing by the government less, but also consumers 
are unable to spend as much as they would like and are forced to save 
or buy bonds. Moreover, assurance that prices will not rise encourages 
people to save; fear of rising prices encourages them to spend. 

2. The financial cost of the war is lessened. Once inflationary increases 
in prices begin they have a tendency to undermine careful purchasing 
by procurement agencies. Wages and the cost of all materials entering 
into war goods will increase, causing constant revisions of government 
contracts and the eventual result that producers will insist upon charg- 
ing a risk premium to compensate for possible further price increases. 

3. The financial burden of the war is distributed more equitably, A free 
price system operating under a condition of inflationary finance will 
lead people with larger incomes to bid up prices of goods needed by 
all income classes; rising prices force the poor to restrict consumption 
more drastically than the rich. Since dependents of people in the 

. armed forces must live, on fe^d allotme they would suffer and 
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military morale would ultimately be affected by inflationary prices. 

4. Dirett allocation of labor and materials for war me is facilitated. 
Allocation of resources by price— the traditional method— is supplanted 
during wartime by an allocation based upon military requirements. 
Imposition of price control gives free rein to direct allocation, which 
can be implemented when necessary by consciously directed price 
manipulation. 

5, ' Transition to the postwar period is eased. There is no collapse of prices 
at the end of the war, since prices are not at inflated levels. Reconver- 
sion of industries converted to war production can take jplace more 
smoothly, since large adjustments in prices of goods taken out of pro- 
duction by the war are rendered unnecessary. 

Control over the price level may take the form of selective direct controls 
or of general direct control. During World War II the United States exer- 
cised selective control from the fall of 1940 to May of 1942, it being recog- 
nized that full employment and full utilization of capacity would not be 
reached in all industries or all areas at the same time. Consequently, as 
supply became short in particular cases, voluntary agreements and price 
schedules were put into effect. In essence this method was designed to 
control prices of particular industries or products to ensure an orderly rise 
in the price level conducive to the attainment of full employment. Bottle- 
neck items needed in war production were first brought under control. The 
first price-control schedule issued W’^as, appropriately, on secondhand ma- 
chine tools needed to retool plants for war production. Controls multiplied 
until 55 per cent of the wholesale value of manufactures, minerals, and 
imported commodities were under price control early in 1942. 

Faced with growing inflationary pressures on iincontrolled commodity 
prices the OPA adopted general price control with the issuance of a Gen- 
eral Maximum Price Regulation in April, 1942. This regulation froze the 
prices of 23 per cent more of the wholesale value of ail commodities (leav- 
ing only about 22 per cent uncontrolled) and instituted control widely at 
the retail level. This regulation was partially replaced later by more spe- 
cific regulations covering particular industries. Commodities not price- 
controlled were mainly farm and food products. As already noted, Congress 
placed farm products in a favored category when it enacted price-control 
legislation. Effective control was authorized only tow’^ard the end of 1942. 
The effect of this delayed action is shoym by fact that from May to Oc- 
tober, 1942, uncontrolled wholesale farm products increased in price 3.4 
per cent and uncontrolled food prices rose 9.4 per cent, as compared with 
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a rise of only 1.2 per cent in the wholesale price index for all commodities. 
From October, 1942, when full statutory authority to control farm prices 
was obtained, until the end of the war in August, 1945, the wholesale price 
index was held to a relatively small increase of less than 7 per cent. 

The over-all record of the most comprehensive wartime price-control 
program in the history of the country is demonstrated in Chart 21. The 
chart shows the rise in wholesale prices during World Wars I and II, the 
base for each- period being the month prior to the outbreak of the war. 
The inflationary peak of World War I, which was not reached until 1920, 
was almost 250 per cent greater than the level at the beginning of the war. 
The peak of World War II up to the end of 1945 was held to only slightly 
more than 40 per cent above the prewar level. Price controls were relaxed 
after August, 1945, lapsed temporarily in July, 1946, and were abandoned 
in November, 1946. Prices rose sharply after this date. < . 

Although a variety of methods of controlling prices was actually used, 
a method in itself did not ensure maximum prices which were, to use the 
language of the Price Control Act, "generally fair and equitable.’"' Tests 
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were devised to determine wliether maximum prices were unduly oppres- 
sive. Since the test used by business itself in measuring its own success or 
failure is profit, it was expected by the government that profits would 
afford a measure ‘of the adequacy of a level of maximum prices established 
by its regulations. The principal test used to determine whether the level of 
prices for an industry was fair was the relationship of current over-all 
profits of the industry to over-all profits in the period 1936-39. The fact 
that this period had been specified as a base for the purpose of calculating 
excess profits taxes probably influenced its selection. 

The industry earnings standard, as this standard was called, was used 
in the following way: If an industry requested a general price increase on 
all or at least the most important lines of its products, current and base 
period over-all profits were first ascertained by the OP A. If a group of 
representative firms which were in business in the base period were, for 
example, enjoying current profits (before federal income and excess profit 
taxes) of 3 million dollars per year and made only 3 million dollars per year 
in the base period, 1936-39, a general increase was denied.^ If, on the other 
hand, cuiTent profits had fallen to less than 3 million dollars, a price increase 
was granted with the intention of allowing at least that amount of profits to 
be earned. 

Where the application of this industry earnings standard was inappro- 
priate because base period earnings were not typical, or because a large 
proportion of the producers would suffer losses from its application, a 
secondary standard was often used. This standard required maximum 
prices to be set so as to allow profitable production by suppliers of at least 
75 per cent of the output of the industry. A price increase was made 
whenever the producers of 25 per cent, or in some cases less, of the total 
output were showing over-all loss. Other standards were applied in some 
cases, especially in cotton textiles where the method for raising prices was 
virtually specified by law. 

From this brief review it may be concluded that the standards most 
widely used for industry-wide price increases were influenced more by 
notions of equity tlian by economic principles. There was no assurance 
that a product or line of products would be produced merely because the 
industr}^ maMng the product or line was making profits. For in many in- 
stances profits were derived almost entirely from the production of war 

® Base period earnings were alv/ays adjusted for subsequent increases in investment. 
Thus, if investment had increased by 10 million dollars since 1936-39 and tibe return 
on investment was 5 per cent^ during '-'that ■period, base, period earnings ^ would be in- 
creased by $500,000. This procedure m .effect protected the base period return on both 
new 'and old investment, ' . '' >. ■' '' • .. 
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items, mmy of which were not subject to price control. The industry earn- 
ings standard was, therefore, supplemented by a “product standard'' which 
bore a close relationship to a well-known economic principle. It was pre- 
viously stated® that ordinarily a producer will make a product if it will 
sell for more than his direct cost of making it. The product standard re- 
quired the establishment of a maximum price high enough to cover the 
factory cost of at least three quarters of the total output of the industry. 
Factory cost was considered the accounting counterpart of direct cost. 

It can be argued— and it was argued in many heated discussions between 
representatives of government and of industry— that the product standard 
represents a misplaced analogy. As an economic principle, the conclusion 
that it pays to produce so long as direct costs are covered is derived from 
a case in which the firm produces only one product. The product standard 
was used on producers who produced many products under conditions in 
which labor and materials required to make the low-priced line might be 
obtained only by reducing the production of higher profit lines. Under the 
circumstances, many producers avoided production of the low-profit (or 
loss) items if they could do so. 

Furthermore, prices were very often adjusted not upon an industry-wide 
basis but by arrangements with individual sellers. These individual adjust- 
ments varied with the profitability of the seller, the minimum adjustment 
being factory cost. In some cases, adjustments were given to products 
simply because sti'ong representations were made by the production agen- 
cies or the armed services that no other method was available to secure 
the output necessary. Political pressure on occasion proved too strong to 
be overcome, and adjustments, whether justified or unjustified, were forced. 
Agricultural and forest products, and products made of agricultural raw 
materials, were more often subject to political pressure than other products. 

Since general price control by definition almost destroys price as the 
means of allocation, direct control of production and consumption were 
substituted during tlie war in considerable measure for the usual allocation 
accomplished by prices and profits. The War Food Administration estab- 
lished production goals for agriculture and directed the movement of foods 
and faim products to areas and industries experiencing shortages. The War 
Production Board limited the output of nonessential goods: it channeled 
materials to essential users and, in extreme shortages (aluminum, copper, 
and steel), directly determined how much material could be used by indi- 
vidual producers and for what purposes. The OPA rationed a long list of 
consumer commodities, including meat, butter, fats, oils, sugar, gasoline, 

®See C3aap. 14, pp. 320-^3.., - , 
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fuel oily shoes, canned foods, stoves, and new automobiles. Dhect alloea- 
tion and direct control of production and consumption were, however, by 
no means complete, and where there was no direct control the price system 
was allowed to function in conformity with price ceilings. 

Under wartime controls producers still had considerable latitude for the 
exercise of choice. Those who had war contracts often had to decide 
whether to produce civilian goods as well as war goods. And among civilian 
goods the choice was often between high-priced and low-priced goods. 
For example, low-priced cigars, cheaper grades of children’s clothing and 
shoes, etc., virtually disappeared as producers concentrated on the more 
profitable lines. The resultant shortage of many low-priced commodities 
led ultimately to the "maximum average price” type of regulation (particu- 
larly for textiles and clothing) under which a producer was required to 
produce low- and high-priced lines to the extent necessary to maintain 
some calculated average price for his whole production. 

Another device widely used by producers to maximize profits under price 
control was to stop selling to certain customers who were entitled to a low 
price under price control. Because the maximum price to certain large 
buyers was lower than the price to other buyers, the larger buyer often 
had difficulty obtaining supplies to meet the wartime expansion of demand. 
Since price control could not prevent the acquisition of sources of supply, 
large buyers often assured themselves of supplies by buying out their 
sources. Chain groceries bought packing houses to obtain meat supplies, 
and large packing houses in turn bought out box plants and their suppliers 
to obtain shipping containers. Again, in the case of upholstery fabrics, 
many mills had higher prices for sales to retailers than for sales to furni- 
ture factories; and, as a result, many consumers were obliged to obtain 
upholstery fabric for their furniture at retail. Clothing manufacturers 
bought textile mills, and vertical combinations mushroomed in many other 
lines. Assurance of a source of supply, and in some cases desire to obtain 
extra mark-ups allowed distributors, were the basic motives for such inte- 
gration. 

In the field of rent control, owners of rented dwellings found that the 
uncontrolled market for property was more favorable for selling than for 
renting their houses. The supply of dwellings for rent was thus reduced, 
while houses were available for purchase by people who largely would 
have preferred to rent; evictions and threatened evictions by new house 
owners forced tenants to buy houses of their own though they might prefer 
to rent. To curb' this’ practice and -lesseB .itS' disruptive effect , it finally be-' 
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came necessary to require six months’ notice before a family could be 
evicted from a rented dwelling by a new purchaser. 

Sellers managed in many other ways to obtain higher prices for their 
products, despite price control but without flouting regulations. Price is 
more tlian a dollars-and-cents figure. It almost always includes credit 
terms, services, return privileges, and minimum quality standards; often it 
includes advertising allowances, promotional material, bonuses, etc. The 
consumer in wartime soon found that he was not getting so much for the 
old price as before. Credit was restricted by government regulation, service 
was reduced, and generally merchandise was sold on a "take-it or leave-it” 
basis, so that the consumer received less although the physical quality of 


the good might remain unchanged. All these influences, coupled with out- 
right violation of ceilings through black-market operations, served to raise 
'real” prices considerably more than ofiBcial indexes indicated. 

It was through hidden price increases, disappearance of low-profit lines 
from the market, and diversion of shipments to customers and locations 
whose ceilings were highest, that the fundamental disparity between sup- 
ply and demand made itself felt. For almost every desirable civilian good 
it was found that demand exceeded supply at the ceiling price. If the seller 
could increase his return by dropping any services or extras or by selecting 
his customers, the market would support his effort Direct control over pro- 
duction and distiibution— including consumer rationing— was thus a neces- 
sary complement to effective price control, since these direct controls 
forced a reduction in the amount which could be bought at the maximum 
prices at one time to the level of the supply made available to local areas. 
Since relatively few items were rationed at the retail level, the excess of 
demand over supply for unrationed goods resulted in several familiar war- 
time conditions— queues, withholding of goods for favored customers, and 
intense bartering of scarce goods. 

Despite the general complaints of business against controls the volume 
of production and profits reached during the war indicate that even with 
innumerable mistakes and frictions, business generally fared well under 
price control. Total corporate profits before taxes in 1944 were estimated 
to be four and one-half times the 1939 level, and profits after taxes were 
estimated to be more than twice the 19S9 level. There is little doubt, how- 
ever, that individual producers and individual industries were often 
squeezed by price control; it is axiomatic ffiat if price control does not 
hurt anyone it is not price control Government regulation generally— in- 
cluding price control— imposed a heavy administrative burden upon small 
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Apparently the hurt that was done was not severe, however,' because the 
volume of business failures during the war was but a fraction of its normal 
peacetime level. The rapid increase in prices following the termination of, 
price controls was indicative of their effectiveness, 

Dkeci Control fo Prevent Deflation 

It has been shown that an inflationary condition is characterized b)^ an 
excess of the amount of income available for spending over the amount of 
goods available for purchase at current prices. A deflationary condition is 
opposite to this, being characterized by an excess of the amount of goods 
available for purchase at cuirent prices over the amount of the income 
used for expenditure upon them. Obviously, a condition of general 
deflation results from some kind of short-circuiting of income, since the 
output of goods must of necessity create income. 

A deflationary period is usually brought about by a reduction in the 
demand for capital goods. If the demand for money loans to be used for 
the purchase of capital goods falls off sharply, or if the supply of such 
loans is rapidly constricted, national output and income are likely to be 
reduced because people who were formerly employed in capital goods con- 
struction lose employments Whatever its cause, once a deflationary move- 
ment begins, the reduction in income quickly brings about a wave of price 
reductions in industries which sell their products in competitive markets 
and buy their raw materials and labor services in competitive markets. In 
the face of falling prices, many new capital goods projects are deferred by 
industry, and purchases of homes, furniture, automobiles, and other forms 
of consumer dui’able goods are deferred by many consumers. This behavior 
accentuates the price-cutting activity which has already started, and the 
general level of wholesale prices and even of retail prices begins to move 
downward. 

By 1933, in the United States a deflationary movement had been in 
process for over two years. The number of unemployed had reached a 
total of about 13 millions; wage rates continued to be cut. Under these 
circumstances, the National Industry Recovery Act (NIRA) was passed in 
June, 1933. It was in effect a companion measure for industry and trade 
of the Agricultural Adjustment Act, The NIRA was directed toward the 
general problem of recovery and was not primarily directed toward con- 

^ See Chap.., 6 for,, an analysis bi the .emulative -dowiiward movements ‘of output,' 
•income, consumption, and saving. The .present .discussion stresses die changes in price 
attending ' 'such'' declines. : ft. -v '■ ■r-i . : . ... 
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trolling prices. One of its objects was to stop wage-cutting and to 
increase wages and buying power. Whether intended or not, cne of its 
results was to encourage unionization of labor by guaranteeing (in Section 
7a of the act) the right of labor to organize and bargain collectively. One 
of the purposes of the act was also to put a stop to the price-cutting which 
had been forcing the price level downward, since most of the unemployment 
and economic distress was associated by the public with the falling level 
of prices. 

Price control was exercised under the act by means of "'codes of fair 
competition,'' proposed by industry and approved by the President. Indus- 
try was exempted from the operation of the antitrust laws under the codes 
of fair competition. These codes were for the most part drawn up and 
administered by industry groups, usually trade associations. The price-fixing 
provisions in the codes were not directly authorized by law, but were de- 
rivative from the power to establish rules of fair competition. With respect 
to legal authority, administration, and enforcement, price-fixing under the 
National Recovery Administration (NRA) was on much weaker ground 
than under OP A with respect to maximum prices: the results of the two 
programs reflected tliese essential differences. 

Price control under the NRA codes took the form either of direct controls 
over prices or indirect controls likely to influence prices. Only 38 codes 
contained provisions for the direct control of minimum prices by industry 
groups, and only in a few cases did the NRA itself promulgate minimum 
prices to correct demoralized markets. One of the most widely used pro- 
visions for price conti'ol in the codes was the "open price system"’' under 
which the seller was required to file a price change with a code authorit>^ 
or one of its subgroups. This provision was usually administered with an- 
other one requiring a waiting period to elapse before a price change could 
become effective. Price control under the open price system was dependent 
upon the amount of moral suasion exercised by competitors and, more im- 
portantly, on the effect of equalizing prices by making price changes sub- 
ject to industry surveillance. 

Another widely used provision was a general prohibition of sales below 
cost, this usually being the cost of the individual seller. Unless such a pro- 
vision was accompanied by a careful definition of what constituted cost, it 
was likely to be ineffective. Furthermore, since costs vary among producers, 
this prohibition was usually accompanied by permission to high-cost sellers 
to reduce their prices to the level of those of their competitors; by such pro- 
vision high-cost producers were protected from being frozen out of the 
market. 
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A large number of codes contained provisions regulating prices by refer- 
ence to terms of the sale other than tlie price charged. Maximum discounts 
were specified, premiums limited, credit terms defined, and allowances for 
advertising, for trade-ins, returns, etc., limited. As in the control of maxi- 
mum prices, in minimum price regulation the terms of sale must be con- 
sidered as much a part of the price as the money price itself. 

Since indirect control of prices can also be achieved by control of sup- 
ply, this method was not neglected in the NR A codes. In some cases, the 
number of hours which a machine or plant might run per week or per 
month was specified; in others, production quotas were set and production 
for stock was limited. These same devices, it will be recalled, have tended 
to enter into international commodity agreements designed to 'stabilize’’ 
prices. Finally, to prevent the ultimate defeat of the government’s price- 
fixing program, a number of codes provided that approval must be secured 
before new productive capacity could be constructed or used. To tire ex- 
tent that this last provision was eflfective, it retarded investment and 
delayed recovery. 

In both conception and administration, the NRA codes were designed 
to stabilize and to raise prices by means of the concerted action of private 
sellers operating under government supervision. It was hardly surprising, 
therefore, that the Board of Review, appointed by the President to appraise 
the NRA program, came to the conclusion that tlie NRA codes had fostered 
monopoly, had discriminated against small business, and to the extent that 
the codes were effective, had exploited consumers. It will long be a sub- 
ject for debate whether the NRA actually did succeed in its short life in 
promoting recovery earlier than it would have occurred otherwise. By 1935, 
its program was in such disrepute and violations of codes so widespread 
that w^hen the act was declared unconstitutional in the Schechter poultry 
case, no serious attempt was made to revive the price-fixing pow’^ers except 
in two or three industries characterized by chronic overcapacity. The anti- 
trust laws were returned to full force; "industrial self-government” was re- 
turned to its traditional position as something to be prevented rather than 
encouraged by law-enforcement measures. 

PRICE CONTROL AND PLANNED ECONOMY 

Government control of individual prices, so long as it is limited to a 
relatively small segment of the economy, is not inconsistent with the allo- 
cation of resources and the direction of production by the price system. 
The principal standard which must be. met by individual price control is 
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whether with price control the goods and services subject to it will be 
produced and sold at a lower cost. Clearly, in some cases consumers would 
pay lower or higher prices for goods or services without price control, but 
the lower or higher prices might result in higher costs to the public because 
of exploitation of labor, unhealthful working conditions, or some other 
preventable burden. Thus, control of milk prices is based in part upon 
avoiding tire costs to society of impure milk; and price support for farm 
products is based in part upon the desirability of having a large farm 
population, because it is deemed to add political stability to the country 
and because it tends to be the source of a considerable part of the increase 
in national population. “Social costs’" are of course hard to measure, and 
the principal danger involved in the extension of individual price control 
by government is that it may be used primarily to protect vested interests 
of labor, of capital, or of landowners at the expense of efficiency and there- 
fore at the expense of the entire population. 

Government control of the price level, on the other hand, is to be re- 
garded as an expediency to be undertaken during times of emergency, and 
is usually justified by the course of events before it is undertaken. It is not 
proposed until the need for it is obvious, and it is therefore usually imposed 
too late. 

Government conti'ol of individual prices and of the price level as it 
has been practiced in the United States must be distinguished from price 
control which takes the form of price-fixing. The latter type of control sets 
actual selling prices, whereas the former sets only maximum or minimum 
prices. Maximum or minimum price control leaves to individual sellers a 
considerable amount of flexibility. It leads automatically to the removal 
of conti’ols when they are no longer necessary. Direct price-fixing, in con- 
trast, sets prices at which sellers must sell. It does not encourage the 
diminishing or removal of controls, because it is usually invoked in the 
operation of a planned economy designed to replace a capitalistic, com- 
petitive economy. Direct price-fixing is tlierefore an instrument either pro- 
posed for or used in a system of socialist economic planning. 

Proponents of a planned economy sometimes argue that free choice to 
consumers and free choice of occupation—the economic counterparts of 
political democracy— are possible if the planned economy uses a price 
system. If it does not use a price system, consumers cannot be allowed free 
choice in purchasing, workers cannot be allowed free selection of jobs, and 
producers cannot determine whether their products are preferred to other 
products which might be made with the; same use of resources. It has been 
shown that the comparison of wl& cost, and additions to out- 




523 


PRICE CONTROL 

put with additions to the cost of productive services, are necessary to de- 
termine v>hat shall be produced by a firm, how much shall be produced, 
and what combination of factors shall be used in production. 

Sophisticated proponents of socialist planning haVe therefore agreed that 
a price system is necessary under socialism. They have agreed further, in 
a rare tribute to the efficiency of a properly functioning competitive society, 
that in setting prices they must follow the competitive standard. Prices 
must be set at such levels that supply will equal demand both for goods 
and for productive services. If supply exceeds demand at the fixed price, 
the fixed price must be lowered, and if demand exceeds supply, the price 
must be raised. Individual plants under socialism must produce up to 
the point where marginal cost is equal to price, and must combine their 
factors of production in such fashion as to achieve the least cost combina- 
tion. These prescriptions in a socialist plan .will be recognized as the same 
results of pricing as are obtained under purely competitive conditions. 

However, socialist planning would achieve the competitive result by 
radically different means than those used in a freely competitive private 
enterprise economy, and the difference in means vitiates the pretensions of 
free choice.® In a planned economy price changes would be made con- 
sciously by a central controlling group, whereas under a competitive system 
of private enterprise they are made almost automatically and impersonally 
through the operation of market forces. Private sellers in a competitive 
system need know very little about supply or demand or why either has 
changed; all they need to know is that prices have fallen or risen, adapting 
themselves accordingly by their own independent choice. In a centrally 
planned economy the controlling group must direct a change in price, and 
the effectiveness of its decision is dependent on the amount of knowledge 
about supply and demand of many products it possesses, as well as on the 
conformity of opinion on what ends are desirable. It is doubtful whether 
any group could achieve the degree of omniscience required to perform 
the work of keeping countless millions of prices in proper relationship to 
each other. Moreover, if the problem of obtaining the necessary knowledge 
were actually solved, there still remains the problem of making the neces- 
saiy price changes in die face of political pressures which can be assumed 
to exist in a socialist society even as in a capitalist one. People who accept 
the impartial dictates of the changing market are likely to rise up in wrath 
against bureaucrats who so much as, propose to impose a price cut upon 
them in order to reduce supply. Apart from these problems of operating a 
planned economy the point is that the freedom of choice associated with 

^ See Chap, 42 for a 'fisher discussioB of-, this -'point . ^ ^ ^ , 
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a free market economy cannot exist under a planned economy, for prices 
themselves must be planned by central authority. 

The method to be used in socialist planning for directing production also 
differs from that used 'in a competitive private-enterprise economy. Al- 
though both systems use prices, the socialist system must measure quanti- 
ties prior to changing prices. Under socialist planning, if prices are too 
high for a particular good, inventories will pile up; if a wage rate is too 
high, there will be more applicants for jobs than positions open; thus the 
planners must keep careful records of all inventories and all applications 
for jobs. When inventories of goods or applications for jobs of particular 
kinds are abnormally high, prices or wages must be cut— by some indeter- 
minate amount. The task— and cost— of maintaining such records of physical 
inventory as would be required would be formidable. Under a competitive 
private-enterprise system the price adjustment is made automatically as 
inventories begin to pile up or applicants for jobs begin to multiply. It is pos- 
sible tliat the time required to obtain action in a planned economy might 
result in such shortages or surpluses of particular types of goods or labor 
that larger price changes would be required simply to offset the tardiness 
of action. 

SUMMARY AND CONCLUSION 

Price control limited to individual goods or services is undertaken by 
private interests in order to obtain advantages which an unregulated market 
would not provide. Although such regulation is inconsistent with a freely 
competitive system, the one-sidedness of competition for certain goods and 
services has been recognized by l^w; thus competition has not been en- 
forced for this reason in the case of wages and most farm prices. With 
respect to some goods and services, price control has been undertaken by 
government agencies either to protect consumers— as for public utilities and 
railroads— or to protect producers and their employees— as for certain staple 
farm products, milk, and bituminous coal. 

Control of some prices in an otherwise competitive price system cannot 
be assumed to leave other prices unaffected. When some prices are held 
above free-market levels either by private interests or by government, other 
prices are variously affected. A high price for class I milk leads to increased 
production and lower prices for other classes of milk and lower prices for 
butter, cheese, and other products whose prices are related to milk prices. 
Artificially high prices for staple farm products and restriction of output 
leads to an increase in output and a. drop in price for uncontrolled fairn 
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crops. Price increases for cotton by governmental manipulation stimulate 
the use of such seemingly unrelated items as paper towels and rayon 
dresses, and by discouraging exports, jeopardize the income of holders of 
foreign securities. In some areas, abnormally high union wage rates and 
restriction upon union membership tend to produce an oversupply of un- 
skilled labor who must work at depressed wages or seek jobs elsewhere. 
Maintenance of high union rates in urban areas also leads to the migration 
of industry to less industrialized areas, and tends to raise wages in such 
areas. Since all prices are related, some more closely than others, the control 
of prices of such goods causes repercussions upon the demand, supply, and 
prices of many other goods. The wider the area of controlled prices, the 
smaller must become the role of prices in guiding production and consump- 
tion, and the greater the role of direct controls over these functions. 

When virtually all prices are controlled, as during wartime, price must 
abdicate its usual authority in directing resources. This fact was recognized 
in World War II by setting up an elaborate system of controls over both 
production and consumption. The same type of direct controls must be 
used in a planned economy if resources are to be directed to other uses 
than the satisfaction of consumer demand. To the extent that a planned 
economy attempts to allow free choice to consumers and workers, it must 
set for itself and achieve by conscious direction the same objectives which 
are achieved automatically in a properly functioning, freely competitive, 
private-enterprise economy. Should it succeed in this, however, it would 
no longer be a centrally "planned’’ economy. 

It should not be supposed that the fixing of maximum or minimum prices 
for individual goods or services is a novel or recent development It is in 
fact atavistic, a throwback to earlier economic institutions. Price control 
has been practiced from earliest times. It was a part of the structure of 
mercantilist conti’ols in Europe that was cast off in drder for production 
and trade to make the enormous expansion which have characterized the 
past 150 years. Many people see in the trend toward peacetime regulation 
of industry, including much of the peacetime price control described above, 
a return to an outmoded and inflexible system of government control which 
for centuries stifled economic development. Others, however, are convinced 
that a competitive system cannot provide and continuously maintain an 
adequate standard of living for the majority and therefore argue for gov- 
ernmental direction of economic life. 
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The principal processes underlying the complex pattern of American 
economic life have been described in the preceding chapters. These are: pro- 
duction, exchange, income distribution, aiid consumption. As carried out 
in this economy they center largely on the market, on the purchase and sale 
of commodities and services, and on the use of money. Production provides 
both the commodities and services comprising the national output and the 
money incomes which make up the national income. The exchange process 
apportions this output and income among the individuals and families 
throughout the nation. With the income thus distributed, consumers buy 
the things they want, guided by the prices of these things and their personal 
preferences. The variegated fonns of economic activity carried on by in- 
dividuals, groups, business organizations, and governmental agencies are 
elements in the complex arrangements by which an economic system puts 
its resources to work to produce the commodities and incomes that permit 
the satisfaction of individual wants as well as public puiposes. 

The economic system works neither automatically nor in a vacuum. Its 
operations result from the countless decisions, large and small, made daily 
by economic agents: individuals, business firms, labor organizations, gov- 
ernmental agencies, and others.- ^ economic -agent may he described as 
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an entity, personal or organizational, that affects the economic process by 
disposing income and by using or affecting the use of economic* resources. 
An economic agent may buy or sell something, or determine the conditions 
under which buying and selling is carried out; or it may produce some- 
thing, or save, or lend money. Because economic agents determine the four 
main processes of the economy it is important to describe briefly the types 
of economic agents, the decisions they make, and the general framework 
which guides and directs their decisions. These decisions determine what 
shall be produced and how much shall be produced; the levels of national 
output, national income, and employment; the distribution of income pay- 
ments and the uses to which this income is devoted; and the volume and 
types of consumption. 

Economic agents may be classified as follows: 

1. Income receivers^ whose decisions largely regulate the disposition or 
use of income payments received by them from private producers and 
government 

2. Business enterprise, whose decisions set economic resources to work. 
This type of economic agent may be divided into 

a. Business firms oj separate business units which perform the prin- 
cipal function of producing commodities and services; 

b. Organizations composed of separate business units which often 
influence the decision of their members. 

3. Suppliers of economic resources, whose decisions influence the terms 
under which they are employed. This category may be divided into 

a. Separate suppliers, such, as a person offering his services for 
hire or his assets for sale, rent, or loan; 

b. Organizations, such as labor unions, which influence or deter- 
mine the decisions of the individual. 

4. Government, whose decisions have an influence on income distribu- 
tion, conditions of employment, and the level and types of output. 
Government as an economic agent may be distinguished as 

a. A producer of services and commodities; 

b. A regulator of many of the decisions of other economic agents; 

c. A buyer or consumer of part of the output of private producers; 

d. The tax collector whose decisions directly or indirectly appro- 
priate to itself part of the currently produced income of the 
economy. 

These agents operate and their decisions are effected in a context or frame- 
work of established economic relationships, law, custom, and social con- 
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ventioiis. This framework is by no means immutable; indeed some economic 
agents almost ceaselessly seek to modify it to their advantage just as others 
seek to maintain it intact Thus the interests and activities of the several 
economic agents differ or actually conflict in many ways. 

In a sense, income receivers guide the activities of many producers and 
of the suppliers of economic resources by means of their preferences and 
decisions in purchasing. However, not all of the activities of producers are 
so affected, because enterprise constantly attempts to mold consumer 
choices by advertising and to cultivate new wants for new products. New 
products are introduced only indirectly in response to known consumer 
demand; mainly they are introduced in expectation that new demands may 
be created. New products may be highly profitable, but it also often happens 
that resources are used for things which do not meet with eventual consumer 
approval. Another reason that consumer preferences do not exclusively guide 
the entire productive process is that government is a substantial buyer of 
commodities for its various purposes and perforce influences the character 
of productive activity. Closely related to this point is the fact that govern- 
ment itself is a producer and therefore an employer of resources; its produc- 
tive activity in this countiy is not influenced materially by consumer choices 
because government sells only a small part of its services, in the consiimer 
market. Despite these exceptions, however, the decisions of consumers in 
the spending of their incomes exert a dominant influence on tlie character 
of productive activities. 

The predominance of "'free choice’’ on the part of the consumer together 
with a comparable freedom on the part of producers to cater to these con- 
sumer choices are fundamental features of the economies of the United 
States and Canada and are expressed in the function of price in equilibrating 
supply and demand. Likewise, the decisions of income receivers largely 
govern the amount saved and the amounts spent for consumption out of 
current income and thus bear upon the character of the productive ac- 
tivities of the country in a second major way. Because some consumers do 
not spend their entire incomes for consumption, some economic resources 
are saved and made available for the production of investment or capital 
goods and for the purposes of government The saving decisions of income 
receivers therefore are a determinant of the use of economic resources. 

Income receivers as consumers represent a group of fiml users of com- 
modities and services, comprising the bulk of national output. They pur- 
chase and use up commodities and services in accordance with their pref- 
erences, purposes, or aims. Government, also, is a final user of some part 
of the national output (a small part except during war), and its purchases 
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and its productive efforts are governed by the purposes or aims—national 
security, internal order, the general welfare, etc.—assigned to it ,or assumed 
by it in accordance with the political practices and sentiments of the time 
and place. Together these final users account for the great bulk of the 
aggregate demand for national output,^ and therefore exert the dominant 
influence on the character of die nation s economic activity. Thus the end 
uses to which national output is applied comprise the context for the em- 
ployment of economic resources. 

This general background is pertinent to a study of the decisions of those 
economic agents which participate in the productive process. Chapters 25- 
27 describe business organizations and especially the corporate forni of 
business. The function of business enterprisers to anticipate the demands 
for its products and mobilize, organize, and manage other economic re- 
sources to meet these demands. Chapters 28 and 29 describe the growth 
and organization of labor unions. These organizations play a part in con- 
trolling the supply of labor and the conditions (e.g., wages and hours) on 
which labor shall be employed, and thereby seek to modify the employ- 
ment decisions of enterprise in their favor. Chapter 30 discusses some of 
the activities of government which affect the decisions relating to the use 
of economic resources. 

BUSINESS ENTERPRISE 

Mobilization and management of economic resources in this country are 
primarily a responsibility of private business— (1) the individual entrepre- 
neur, (2) the partnership, (3) the corporation, and, to a lesser extent, (4) 
other forms of business organization such as trade associations and co- 
opei’atives. In a partly socialized economy, such as Britain, government 
plays a large role In this function; in Russia, government has a virtual 
monopoly of the task of mobilizing and managing resources. Business or- 
ganization stands between the consumer and other final buyers on the one 
hand, and the economic resources that (with it) ai^e the source of produc- 
tion on the other hand. By the . decisions of business enterprise capital is 
invested, human effort is employed, land and other resources are used. 
Intelligence, skill, and energy in mobilizing and managing these resources 
are of utmost importance, and therefore the vitality and performance of 
an economy are in large measure determined by the character and aims of 
its organizational and managerial talents, 

^As described e^Iier, enterprise too comprises a part of the demand for national 
output, i.e., the demand for capta!:, goods; . 
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The decisions of business enterprise are motivated first and foremost by 
the desire* to obtain a profit^ for without hope of such reward business 
enterprise will not make the decisions that create new products, new in- 
dustries, new wants, nor will it expand output of existing industries' and' 
adopt new production techniques— all essential to material progress. In the 
traditional conception of competitive private enterprise the earning of 
profit is contingent upon (1) the production of commodities and services 
that satisfy the wants of prospective buyers, and (2) the skillful mobiliza- 
tion and management of the economic resources essential to this produc- 
tion. The failure to gauge demand accurately or to manage resources efii- 
ciently leads to losses and possible bankruptcy. Although p)i‘ofit is the im- 
mediate goal, the means of its attainment in competitively organized mar- 
kets is through maximizing consumer benefit. This traditional conception 
may be exemplified by a simple case: a family producing most of the things 
it wants. The head of the family presumably would manage his own time 
and efforts and those of other working members of his family and use his 
land and other resources to get the best results from these productive 
factors. The function of management in this simplified case is the maximizing 
of want satisfaction of the family. 

Similarly, the individual enterpriser who owns part or all of his firm's 
assets and employs labor and other productive semces, generally under 
the conditions of pure competition and imperfect competition which char- 
acterize "small business," manages these resources in terms of personal self- 
interest. He seeks to maximize his profit, taking into consideration his de- 
sire for leisure and his regard for the customs and conventions of the 
community. This end is gained only if the enterpriser gauges correctly the 
wants of the prospective buyers of his output, and if he manages economic 
resources with skill. Self-interest therefore leads the enterpriser to mobilize 
and manage resources (including his own time and effort) in accord with 
the preferences of buyers. Competition tends to force him to produce the 
wanted commodities and services at prices sufiScient to reward him ade- 
quately for his entreprenemial function. Thm competition is a means of 
regulating the types of commodities and services produced; ideally the 
composition of output suits the preferences of consumers as expressed by 
tlieir purchases, the price is as low as competitive costs permit, and aggre- 
gate output is at maximum level This is not only an explanation of the 
way in wiiich the competitive economic system functions but also a social 
justificaribn o£ the competitive free; enterprise system— a social justification 
based on 'the presumed maximization of individual welhbemg and there- 
fore social well-being. _ , , ^ 
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In the actual operations of the economic system, this presumed harmony 
of the individual enterprisers interest and the public welfare often ob- 
scured by the complexity of the system and sometimes perverted and 
thwarted by it. When the management of resources, the ownership and 
supply of resources, and the wants to be satisfied are in large measure sepa- 
rate elements in a complex economic environment, want satisfaction and 
resource use are only indirectly related. This separation emerges when the 
household production unit gives way to specialized productive enterprises. 
Separation, moreover, is intensified when the productive enterprise takes 
the form of a large corporation. The function of management is then con- 
centrated in the hands of the corporation executives. The resources they 
manage are procured largely through markets for labor, for capital, and for 
other economic resources; and the supply of these resources in turn is more 
and more subject to concentrated control. Labor organizations seek con- 
trol over wage earners and in varying degrees influence the decisions re- 
lating to the employment of labor. The supply of funds to procure capital 
facilities tends to become concentrated in the hands of financial institutions. 

Thus the economic resources available for the production of commodities 
and services are increasingly subject to the decisions made by large organi- 
zations—corporations, investment banks, and trade unions. Increasingly also 
these decisions are regulated by governmental agencies for a variety of 
purposes defined by law or assumed by the agencies of govemment The 
very existence of these organizations raises questions as to their effect on 
the economy: What purposes direct the decisions made by corporate busi- 
ness management, by labor unions, and by governmental agencies? Is there 
anything inherent in large-scale organization itself which influences the 
decision-inaking power of these economic agents? Does centralization of de- 
cision-nlaking in the hands of large organizations affect the use of economic 
resources and ultimately the maximum satisfaction of human wants? The 
economy today contrasts markedly with the traditional concept of small- 
scale private enterprise, a free labor market, and a governmental policy of 
nonintervention. To a considerable extent, these changes have brought 
about a shift in the power to manage economic resources from individuals 
to organizational leaders—corporate executives, union leaders, and govern- 
mental officials. , - 

This is evident in the field of corporate business enterprise. In the United 
States today corporations are dominant in manufacturing,, mining, trans- 
portation, communication, and finance, although somewhat less important in 
retailing and of no consequence in, agriculture. In the industries where the 
corporate form dominates, the trend has led to the concentration of business 
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control in the hands of not only few but very large corporations. Two or 
three hundred of the largest corporations in manufacturing, finance, trans- 
portation, and communication own an enormous part of the business assets 
in these fields, and because of their pre-eminent position they exercise 
leadership over a large part of the remaining business assets. Because these 
large firms are so important as customers of innumerable smaller fiiims, tlie 
latter’s decisions are indirectly bound to those of the large firms. 

The growth of corporations and the trend toward concentration has 
undoubtedly contributed substantially to America’s economic expansion. 
The small individual enterprise could not create a railway system, a large 
steel mill, or other costly parts of the productive mechanism. Large-scale 
operations, moreover, are sometimes more efficient than small-scale produc- 
tive enterprise. The corporate foim of enterprise has encouraged the growth 
of large and efficient productive establishments in those sectors of the 
economy where the optimum size of plant is large; mass production and 
lower cost than otherwise are features of this development in business. Mass 
production of automobiles, shoes, radios, cigarettes, mechanical refrigerators, 
telephones, and many other familiar things has contributed to higher planes 
of material well-being. 

When profits are maximized as a result of increased and cheaper produc- 
tion of goods by means of large-scale enterprise, consumers are benefited. 
However, the decisions of corporate managers are not always directed to- 
ward this objective. The sheer maintenance of a corporation-its power, 
position, and prestige—is often the primary objective of managements deci- 
sions. Consumers may benefit from such preoccupation of management hut 
not necessarily. For the urge for power may lead to monopoly in one form 
or another, to the possible detriment of the consumer. Expansion in size 
may be undertaken for its own sake, being neither profitable to the cor- 
poration nor of benefit to consumers. The cult of big business is partly 
sustained by the empire-building proclivities of corporate promoters; indeed 
some corporate systems have little other basis. 

Apart from the position of the corporate entity itself, management of 
necessity must constantly look out for its own interests. Competition within 
the executive group is frequently fierce. Corporation executives must 
often be on guard against "outside” groups who wish to take over. The 
actions of management are not uninfluenced by considerations of mana- 
gerial self-interest; the maintenance of position, or the improvement of 
position, in the corporate bureaucracy is a constant preoccupation. This is 
sometimes referred to as the "politics” of business bureaucracy and is simi- 
lar to the internal politics of, governmental and labor-union organizations. 
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111 addition to these bureaucratic and organizational interests, there are 
other influences which affect management’s decisions in the conduct of 
business. Trade associations made up of member Anns in an industry and 
similar business organizations mold the opinion or "ethics” and sometimes 
even direct the actions of individual firms in matters of policy. Trade associa- 
tions, such as the American Iron and Steel Institute, the Meat Institute, or the 
Automobile Manufacturers’ Association, are common in virtually all branches 
of business. While some are of little consequence, others take an active 
leadership and frequently "represent” an industry in many matters and. seek 
to guide the firms in the industry on some questions of business policy. 
Organizations of general scope such as the National Association of Manu- 
facturers and the United States Chamber of Commerce attempt to mold 
business opinion and guide business decisions in such matters as labor- 
management relationships, wage policies, taxation, governmental control, 
and price policy. These organizations stress the "social responsibility” of 
business, its need to assume leadership on large issues of public impor- 
tance, etc. 

The economic decisions of business enterprise govern in large measure 
the types of commodities and services produced and the amount of national 
output The traditional and still widely accepted view of private enterprise 
regards these decisions as made by the individual enterpriser who, in 
seeking to further his own interest, mobilizes and manages economic I'e- 
sources in a way calculated to produce the most at the least cost. The growth 
of corporations, and especially the emergence of a few hundred giant cor- 
porations, necessarily modify this conception. A substantial control over 
the use of economic resources is thus transferred to a relatively small group 
of "professional managers” employed by corporations. Their decisions tend 
to be influenced in some measure by organizational interests, by internal 
bureaucratic considerations, and by the views of organized business groups. 
This does not deny the efficiency of the corporate form of enterprise or the 
wisdom of the decisions made. It merely points to a more complex motiva- 
tion underlying big business decisions when compared with the simple 
purposes of the individual enterpriser. 

LABOR ORGANIZATIONS 

The growth of labor organizations has followed, in somewhat parallel 
lines, the extension , of big business under the corporate form of enterprise. 
In 1947 there were approximately 15 million wage and salary employees in 
unions in this country,, Bite said that union organizations 
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influence the decisions of both employers and employees on matters of 
(1) wages* (2) hours of work, (3) the physical conditions of employment, 
(4) the security and tenure of the employee, and (5) the performance or 
amount of work done. The employment contract made by employers and 
employees, whether written or oral, covers these points; the terms of the 
contract are matters for bargaining between the parties. The strength of a 
union in the collective bargaining process is derived largely from the extent 
to which the supply of labor for a given place— firm, industry, or trade— is 
unionized. In some industries, such as coal mining, steel, automobile, and 
rubber manufacture, all or nearly all wage earners are organized; while in 
others, such as the service trades, there are only local parts of the total labor 
supply in unions. Furthermore, union control may be industry-wide or 
merely based on crafts, so that union bargaining with employers may involve 
several different situations. These may be contrasted as follows: 

1. The entire group of wage earners in an industry bargains as a unit with 
employers. This is true of the coal miners, almost. all of whom are 
members of the United Mine Workers union. The employers in turn 
may sometimes bargain as a unit with the single union. This also has 
occurred in the coal industry. Or employers may consolidate into 
regional groups, each group bargaining with a single union; or again 
one big union may bargain with each employer singly. For example, 
the United Automobile Workers bargains separately with each of the 
automobile manufacturers and negotiates a different contract with 
each one. 

2. Each local unit of a union bargains with local employers. This is the 
practice in the construction industry. Each building-trades union in a 
city bargains with the several contractors of that city on terms of the 
employment contracts, so that each employer bargains with several 
company unions, A single independent local union, made up of 
members employed by only one employer, may bargain with him on 
contract terms. 

The bargaining strength of unions, it has been said, depends in part upon 
the extent to which workers in a given industry or plant or ti*ade are 
organized. In general the more completely the workers in a given employ- 
ment are unionized the more effective is the union s or unions’ control of 
the labor supply and of bargaining factors in dealing with employers. If a 
union embraces only a small part of a given supply, for example only 10 
or 15 per cent of the employees in a plant, its effectiveness is usually limited. 
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This is one of the chief reasons that many unions insist on industry-wide 
bargaining. 

Control over the supply of groups of wage earners is therefore essential 
to the purpose of collective bargaining. The most complete control is estab- 
lished by the 'closed shop/' which exists when an employer agrees to hire 
only union workers. There are many forms of preference granted by 
employers (usually reluctantly) to unions in the hiring, promotion, and 
retention of union members. Union-management agreements which give 
preference to union members, and legislation which gives authority to 
unions to act as the sole representative of workers (union and nonunion) in 
bargaining with employers are powerful means of inducing workmen to 
join and remain in unions. Undoubtedly most members regard unionization 
as the best means of securing increased wages and improved working con- 
ditions. The spontaneous character of early union growth is evidence of 
this. Membership is encouraged also by campaigns, which may merely stress 
the importance of union membership and the effectiveness of union actions, 
or may in some instances border on coercion. The motives which lead men 
to join unions vary, but the predominant one is self-interest— to obtain higher 
incomes, improved working conditions, and more equality in the bargaining 
process. 

A union is effective as an organization if (1) it secures a wide coverage 
of workers in its field, (2) it secures preferential treatment and recognition 
by employers, and (8) if it maintains control over its members, i.e., if union 
leadership is authoritative. The first prerequisite has been described. 
Regarding the second point, under the provisions of the National Labor 
Relations Act of 1935 unions must be recognized and employers must bar- 
gain with them. This legislation has conferred great power on a union as a 
decision-maker for productive services, enabling the union (if it has the 
majority of workers) to bargain not only for its members but for the non- 
union employees as well. It also largely accounts for the great increase in 
union membership over the last decade and for the growing importance of 
unions as spokesmen. 

The growth of unions, like the growth of the large corporation, concen- 
trates power in the hands of the executives in control, in varying degrees 
depending on union organization and the quality of leadership. In many 
unions, the principal decisions relating to wages and hours and other con- 
ditions are made by the local units of the union. Bargaining is thus decen- 
tralized. In other unions, bargaining rests largely in the hands of one leader 
or a small group whose decisions affect directly many thousands or 
hundreds of thousands of wage earners in the union. The growth of large 
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unions, like that of large corporations, tends increasingly to centralize 
the decision-making power in the hands of organizational executives or 
managers, either local, regional, or national. As this centralization of power 
has grown—iii unions and in business— legislative measures have been 
proposed and sometimes enacted to restrain the abuses which often accom- 
pany the exercise of great power; the Sherman Antitrust Act and the 
Taft-Hartley Act are examples. 

The individual wage earner in a union, of course, may exert an influence 
on policy if enough others in the union will join him. Policies have been 
revei'sed; leaders have been deposed in unions as well as in corporate enter- 
prises. But collective bargaining inherently involves subordination of the 
individual to the majority; and it may involve subordination of the majority 
to the will of the union executive. In this sense, both unions and large 
corporations have traveled similar paths. 

Other parallels may be noted. A union executive must produce recog- 
nizable results to maintain his position; if not, there is no dearth of ambi- 
tious rivals who aspire to his position. These results may include higher 
wages, shorter hours, better conditions, vacations with pay,* seniority rights, 
health and welfare funds contributed by employers, and other advantages. 
Similarly the corporation executive must produce results for those to whom 
in the end he must answer— the stockholders. In both cases, however, power 
may sometimes be retained by ‘political means'Mndependent of achieve- 
ments in management. 

The decisions of labor executives, like those of corporate executives, may 
not always be prompted exclusively by considerations of union member 
advantage. Union organizations as such develop interests. The competition 
between rival unions, as between the AF of L and CIO unions, or between 
factions within a union, is partly inspired by a desire to survive and domi- 
nate. Actions taken by one rival union may be calculated to harass the other; 
just as the actions of one corporation may be inspired by a ‘"‘beggar-thy- 
neighbor” spirit. Union members in the one instance, and stockholders in 
the other,, may derive no advantage, and may sometimes suffer a loss because 
of mere organizational rivalry. 

These union actions do not, of course, deny the advantages of unionization 
to member and possibly to nonmember workers as well. The point is merely 
that as decision-making power shifts to an organization and its oflScers, the 
organization and its- officers tend to develop their own interests while 
ministering to the interests of their members. 

Both union and corporate executives, however, of necessity must interpret 
their constitiients" interests to a large extent, for this is a responsibility of 
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leadership. In this respect, both union members and individual stockholders 
in a corporation are in a similar position in respect of their leaders. The 
individualism enshrined in tradition and in the mores of the people dimin- 
ishes in importance as large segments of the nations economic resources 
become subject to the management of powerful executives, both union and 
corporate. 



K 


GOVERNMENTAL CONTROL 

The centralizing trend in the management of economic resources is 
accentuated and complemented by a growth in governmental intervention 
in economic activity. Government has entered into the economic processes 
as an agent in many ways; in part it has intervened in an effort to restrain 
or regulate the activities of organized private groups in the economy. 

Some forms of intervention are regulative^ permitting certain types of 
actions and forbidding others. For example, labor legislation forbids the 
payment of less than the legally established minimum wage and forbids 
interference by employers with union organization; business legislation pro- 
hibits monopolistic practices by firms when these are considered harmful 
to the public, and certain 'unfair” competitive practices by business are 
likewise forbidden. Corporations are regulated in the issue of new stocks 
and bonds in order that these securities will not be misrepresented to the 
purchaser. Railroads are closely regulated by the Interstate Commerce 
Commission; the issuance of railroad securities, the merging of companies, 
the extension of new lines or the discontinuance of existing lines, changes 
in rates and fares—all are decisions which must be approved by the govern- 
ment. Banking regulations limit the different types of business that national 
banks may do. Radio broadcasting is subject to federal control, requiring 
among other things a permit for the establishment of new stations. Certain 
minimum standards are established in the food and drug business to prevent 
practices dangerous to public health* Not only these and other federal 
regulations, but also innumerable state, county, and city regulations work 
to control economic activities witlrin their juiisdictions. For example, rates 
charged by street transit companies and by gas and electric utilities are 
subject to approval by state public-utility commissions. It will be noted that 
regulatory measures are largely protective; they involve the imposition 
of mies of conduct, especially on business organizations, which Hmit the 
decisions of enterprise in accordance with public policy. 

Intervention by government takes other forms. In the field of agriculture, 
the government attempts to, establish parity prices by purchasing part of 
the output of certain crops, by offering; financial inducements to farmers to 
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restrict production^ and by encouraging marketing agreements which limit 
the amount of produce sold. The establishment of farm credit agencies, 
home mortgage agencies, and the making of loans to industry tend to 
encourage certain types of economic activity. Government tax policies affect 
almost all consumers and income receivers. Heavy taxes on business income 
may discourage tlie growth of firms, while heavy taxes on personal incomes 
may reduce savings; excises and sales taxes tend to reduce consumption by 
increasing prices; and import duties tend to raise prices and encourage 
certain forms of domestic production. Governmental expenditures tend to 
encourage businesses which sell products or services to government. 

Government intervention has grown tremendously with the passing dec- 
ades; depression problems and war have greatly stimulated both direct and 
indirect governmental intervention in economic affairs. The growing com- 
plexity of the economic system, too, has encouraged control, as in the 
fields of banking and corporation finance. Moreover, the concentration of 
economic power in private groups and the tendency to abuse that power 
have in part fostered government control. The regulation of business became 
necessary as the power of business expanded just as nowadays the regula- 
tion of unions by government becomes an issue as unions increase in power. 

As the regulatory activities of government expand, increasing power in 
economic decisions is given to the Interstate Commerce Commission, the 
National Labor Relations Board, the Federal Communications Commission, 
the Reconstruction Finance Corporation, the Commodity Credit Corpora- 
tion, and other agencies. The purposes of tliese agencies are defined by law, 
and the decisions therefore are generally guided by stated public purposes. 
Few agencies of government, however, confine their activities to the literally 
expressed authorization by law. Regulation of economic activity has tended 
to create problems peculiar to its own establishment which then call for 
additional regulation and additional governmental activity not contemplated 
at the outset. 

Organizational and personal influences are sometimes at work in govern- 
mental agencies, just as in corporate and labor bureaucracies. The position 
and prestige of a governmental agency grows with its size and functions, so 
that it is partly inspired by the urge to maintain or improve position vis-a- 
vis other governmental agencies* Jurisdictional union rivalry and the com- 
petitive struggle of large corporations have their analogues in government. 
The government bureaucracy can be a means for gaining personal advan- 
tage. Officials or executives have their own interests to protect or improve, 
and sometimes this takes the form of expanding tire functions of the agency 
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Opposition to the trend of government control of economic decisions is 
persistent but unavailing for the most part, because it is usually directed 
against only that part of public policy objectionable to the protestant. Thus 
a businessman will protest a governmental action which hampers his free- 
dom, but will support an action (such as a special tariff) which benefits him 
at the expense of other businesses. Labor unions embrace legislation and 
intervention which curb antiunion activities on the part of employers but 
regard any attempted legislative curb on their own actions as a plot to 
destroy collective bargaining. Thus, both business groups and labor unions 
clamorously oppose governmental intervention not to their liking but as- 
siduously promote intervention when it benefits their interests. And both 
may, while promoting intervention in their own behalf, engage in monopo- 
listic practices which merely invite restrictions repugnant to them. 

CONCLUSION 

In the legal, social, and economic traditions of this country, private inter- 
est operating through the market mechanism is the principal motivating 
influence behind the mobilization and control of economic resources. These 
traditions assign to competition the task of limiting and directing private 
interest to the public welfare. Small competitive producers serve best their 
own interests by catering to the preferences of buyers in the market. 
Competition assures that wants are satisfied at minimum costs. The com- 
petitive system is sometimes called an individualistic or "atomistic’ econ- 
omy; i.e., an economy characterized by large numbers of small-scale pro- 
ducers, a free (unorganized) labor supply, equal access to other economic 
resources, and governmental activity limited largely to the protection of 
property, persons, and public security. In such a system economic decisions 
that mobilize and direct the work of economic resources are highly decen- 
tralized. The individual consumer (or family unit) and the individual wage 
earner and employer each decides to spend, save, work, and produce in 
accordance with the individual or family conception of its own best inter- 
.est. Centering about the competitive market mechanism, these decisions 
determine the amounts and types of investment, production, and employ- 
ment in a way that maximizes the public interest. 

The growth of large aggregates of private power virtually destroys the 
traditional conception of an "atomistic,” self-regulative economy and the 
inherent harmony of private and public interests. Monopoly power in busi- 
ness led early to an expansion of governmental intervention in economic 
activity: to restrain monopply growth, to prevent its development, or to 
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regulate its activities. Monopoly power in labor organization—partly 
encouraged by government— leads in similar directions. Some groups 
unable to organize successfully to promote their own interests, agricul- 
ture for instance, accomplish, the same general purpose through political 
means, mainly by agricultural legislation and programs. In short, pri- 
vate interest tends to consolidate into organized groups exercising great 
economic power, or failing this, to look to government to support their 
interest by legislation. Private group interests supported by private organi- 
zation or by public agencies pose such problems as (1) the means of recon- 
ciling group conflicts, and (2) the means of harmonizing group and public 
interests. Although the market mechanism resolves these problems to some 
extent, the market itself is increasingly subject to control by organized 
groups. The reconciliation of group interests and of these interests with the 
general interest of the economy is therefore largely in the hands of those 
who influence or determine the decisions made by each group. 


CHAPTER 25 

Business Organization; the Corporation 


Private economic activity is carried on by individuals or organizations of 
individuals. In the final analysis, it is the countless decisions of individual 
persons made within the framework of law and custom, either singly or in 
groups, either by choice or by acquiescence in the decisions of others, that 
bring about the production and consumption of goods and services and the 
payment of incomes. At the level of final consumption decisions are made 
by a relatively simple economic unit, the individual household. At the level 
of production, decisions are made in a variety of organizational fonns 
ranging from the individual proprietor to the gigantic corporation which 
controls most of the business in its field and in which hundreds or even 
thousands of persons participate actively or by assent in the decisions made. 
In general tenns, the most usual forms of business organization are the pro- 
prietorship, the partnership, the corporation, and the co-operative. 

Only 150 years ago it was considered unwise to engage in a competitive 



542 MANAGEMENT AND CONTROL OF ECONOMIC RESOURCES 

enterprise if tire managers of it were handling other people’s money rather 
than their own, since self-interest in investment was held to spfell the dif- 
ference between success and failure. Accordingly, the corporation was 
thought to be a form of organization suited only for the operation of 
routine noncompetitive businesses, such as canals and waterworks, requiring 
for their operation more capital than could be supplied by a few persons. 
Adam Smith, for example, limited the prospect of success to corporations 
having either a monopoly or being engaged in such fields as banking, insur- 
ance, building and operating canals, or supplying water to cities. 

The dominance of the corporate form of organization in the United States 
and of similar forms of organization in western Europe indicates clearly 
that the presumed disadvantages of the corporation have been largely offset 
by certain advantages, as will be shown. Table 57 shows the various pro- 
portions of total business in each industry carried out by corporations in 
1937. 


Table 57 IMPORTANCE OF THE CORPORATION 




Industry 

Per cent of business 
by corporations 

Agdculfure 

7 

Mining 

96 

Electric light and power and manufactured gas 

TOO 

Manufacturing 

92 

Contract construction 

36 

Transportation 

89 

Communication 

100 

Trade 

58 

Finance 

84 

Service 

30 

Miscellaneous 

Source: TNEC Hearings, 1939, Pt. 1, p. 96. 

33 



In all, between 60 and 65 per cent of the total volume of business of the 
country is accounted for by corporations.^ They are more important than 
all other forms of organization in mining, manufacturing, transportation, 
communication, trade, finance, and government (although in the last field 
they are not primarily engaged in business for profit). Individual proprie- 
torships are most common in agriculture, trade, consti'uction, and services. 
The strgngholds of partnerships are primarily in trade, professional service, 
and finance. Co-operatives are of minor importance in most fields but are 
relatively important m a|ticultural m and purchasing. 
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THE PROPRIETORSHIP ' ' 

As a form of business organization most closely akin to tbe family unit, 
the proprietorship was naturally the earliest form of business organization. 
This may be seen in the gradual breaking down of the feudal system in 
the late Middle Ages (although, of course, business organizations thrived 
many centuries before) when trading and manufacture for trade grew more 
important. As serfdom was abandoned men became free to own property 
and engage in productive activity in fheir own right; thus many became 
individual proprietors. Similarly, the proprietorship was the most commoti 
form of business organization in America during the predominantly agrarian 
colonial period. It has to this day remained dominant in agriculture. Pro- 
prietorships settled the West, started most towns and cities in this country, 
and bequeathed to modern generations the folklore of rugged individualism 
which still persists despite the fact that most of the national output is pro- 
duced by corporations. 

The proprietorship is a form of business organization which is owned, 
managed, and controlled by a single individual who risks his property, 
and receives all the profits or bears all the loss and assumes all legal re- 
sponsibilities resulting from its success or failure. It is the simplest and 
easiest to form of all types of enterprise. Its size and possibility of growth 
are dependent upon how much capital the proprietor already owns and 
can put into the business, how much capital he can secure by retaining 
earnings, and how much he can borrow. Since the business has no legal 
existence apart from the owner himself, in case of failure all of the owner s 
assets (with the exception allowed by bankruptcy laws), whether used in 
the business, in other activities, or by his family, can be taken to satisfy 
his debts. Since, in effect, the proprietor is coextensive with the proprie- 
torship, the business ceases at his death or incapacitation. As a form of 
business organization, the proprietorship links the success of the business 
with the resources, effort, ability, and ingenuity of the person who owns it. 

The proprietorship suffers severe limitations. Its duration, limited to the 
active life period of one person, makes it a poor instrument for long-time 
undertakings and generally a poor credit risk for long-term loans. Pro- 
prietorship is therefore usually limited in its ability to secure large loans. 
It is also limited in assuming them because, in the event of failure, business 
property cannot be separated from nonbusiness property in settlement of 
debts. The proprietorship also suffers from its apparent strength—the con- 
centration of ownership and management in the proprietor. It is difl&cult 
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under sucli a scheme to obtain specialized management in other persons 
than the proprietor, for their fortunes are entirely dependent on the whims 
(and possibilities of survival) of the proprietor. For these several reasons 
the size of proprietorships tends to be limited to relatively small businesses. 
When businesses expand greatly they usually change from proprietorships 
to other forms. 

From a social point of view, the proprietorship is considered worthy of 
preservation because it is a stronghold of individual res|)onsibility and self- 
reliance. This advantage is often recognized by legislators, especially in 
dealing with such faiin problems as foreclosures of farm mortgages. It is, 
moreover, a form of business organization which can most easily be used 
by new entrants into an industry not requiring a large initial investment. 
Industries where proprietorships predominate are likely to be highly com- 
petitive, for the enterpreneur is given full scope to foster innovation and 
economic progress. Finally, this form is historically the bridge over which 
wage workers or tenants have moved to achieve independent ownership 
of a business or farm, 

THE PARTNERSHIP 

The limited ability of proprietors to expand— to obtain large amounts of 
money for business, to obtain specialized managerial ability— has from 
earliest times resulted in the formation of partnerships. In a partnership, 
two or more individuals associate themselves by means of a contract in 
the common ownership, management, and control of a business enter- 
prise. The enterprise is still an enterprise of persons, since the partnership 
ordinarily is not recognized as a separate legal entity; i.e., it cannot 
own things, either sue or be sued, or make contracts in its own name, 
but only in the names of the partners. Each partner may act for all the 
others, and each generally bears unlimited liability for the acts of the 
others. Since the existence of the partnership resides in persons, the death 
or withdrawal of one partner automatically dissolves the partnership. 

These characteristics would seem to make the partnership subject to 
most of the disadvantages of proprietorships. Like the proprietorship, it is 
of uncertain duration. The liability is direct and unlimited, for each 
partner. Moreover, the partnership has the further disadvantage that 
agreement of two or more people mtist be secured upon all impor- 
tant actions, A partner may withdraw and thereby dissolve the partner- 
ship, but the value of the withdrawing partner s share depends in large 
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part upon his finding someone, possibly one of the original partners, who 
is willing *to assume his former personal relationship with the remaining 
partner or partners and who is at the same time acceptable to them. 

However, partnerships have certain advantages to private persons not 
enjoyed by proprietorships. A firm can expand and its ci*edit standing im- 
prove by taking on the financial resources or ability of new partners. 
Moreover, specialization is possible in partnerships. Where special statutory 
authority has been granted by the states, limited forms of partnerships are 
possible in which one or more partners furnish financial resources but do 
not exercise a voice in management. Limited partners, as long as they act 
in accordance with the statutes, are liable only to the extent of their invest- 
ment in the firm. Such partnerships can more easily secure additional 
money and therefore capital goods by admitting limited partners, while 
at the same time preserving centralized management and control. Finally, 
certain specialized partnerships may be used to carry out single ventures. 
The most common form in this country is the underwriting syndicate for 
floating security issues of considerable size. A number of investment-bank- 
ing enterprises may join together for the specific purpose of marketing the 
security issue, guaranteeing a certain price to the corporation for its new 
issue, and undertaking jointly to sell it or to buy the unsold part of the 
issue themselves. Each member of the syndicate is liable for his share of 
the issue, and the partnership, although limited in duration to the time re- 
quired to market the issue, cannot be terminated until the securities are 
sold. Other forms of special partnerships such as mining partnerships in 
the West can be formed to carry on particular business operations, for the 
partnership is found to be a flexible form of business organization. 

Although still widely used in the modern economy the partnership 
suffers from its personal nature. It cannot operate as an entity apart from 
the persons composing it, and even in the limited partnership the share of 
one partner is not easily saleable. For its members, a partnership which is 
engaged in manufacturing or buying and selling may be regarded as risky 
because all of the partners are subject to unlimited liability. 

THE'CORPORATION'.'^''^ 

A corporation is a voluntary association of natural or legal persons, or- 
ganized under and recognized by law as an artificial person separate from 
the persons who compose it, for the accomplishment of certain purposes 
specified in its charter. Its life is usually limited by its charter although it 
may be designated as perpetual. 
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The modern business corporation, while of comparatively recent origin, 
is related to earlier forms of organization which were invented to meet 
specific needs. One of these was the joint stock association or company, which 
was usually formed under the common law or given special privileges by 
statute. The Russian, East India, and Hudson s Bay companies were joint 
stock associations given government dispensation for the development of 
trade and colonization in the sixteenth and seventeenth centuries; likewise, 
the London and Plymouth (joint-stock) Companies founded Virginia and 
Massachusetts. Joint-stock companies were especially sponsored by law 
because they were a practical means by which to obtain large financial re- 
sources and centralized management necessary for large-scale foreign trade 
and colonization. Joint-stock companies developed out of the partnership in 
that their owners were subject to unlimited liability, but they resembled 
the modern corporate form in that the owners received shares in propor- 
tion to their investment which could be freely traded. 

The modern business corporation also owes its origin in part to the 
charters granted to towns by state rulers in the Middle Ages. By 
granting a charter the ruler delegated power to others; his interests were 
managed by appointees. This practice affected commercial development 
(as well as political) for it impressed upon owners the means of separating 
ownership from management by the delegation of powers. The corporation 
today is in this sense granted a charter to conduct business with the re- 
sources of its owners. 

Perhaps tire most compelling reason for the use of the corporate form of 
organization was the advent of the industrial revolution. New and improved 
technology made profitable the use of large amounts of capital in com- 
bination with other resources. It was soon recognized that a form of 
business organization which could attract the large amounts of financial 
resources required for the new factories without unduly cramping the 
powers of entrepreneurship was necessary to facilitate and encourage indus- 
trial expansion. The corporate form of business organization filled this need, 
but its use has long since been extended to other enterprises not specifically 
requiring it for capital raising. 

Unlike a proprietorship or a general partnership, a corporation in the 
, United States can be fonned only after authority has been granted by the 
state (or sometimes the Federal) government Until about a century ago, 
corporations could be organized only by securing a special law from the 
state legislature or from Congress; the corporate charter was regarded as 
a special privilege and was accordingly granted only sparingly. During the 
last century, however,;: the granting of c has been progressively liberal- 
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ized, until states now compete with one another to attract the business of 
incorporatfon and so secure the revenue from the franchise tax and certain 
other taxes levied on corporations. By the lS60’s most states had enacted 
general incorporation laws under which charters could be granted without 
special legislative action, and this is now generally the case. Delaware, 
Maryland, Maine, South Dakota, and Nevada prescribe a minimum of 
restrictions. Lawyers in these states have long been able to offer by 
mail die service of delivering all the documents necessary to organize 
a corporation to operate anywhere in the United States. Corporations 
organized under the laws of one state may do business in any other state 
provided they meet its requirements for "'foreign'^ corporations. 

Corporations do business under a state charter which at least nominally 
limits the corporation to certain lines of business, although the purposes 
of the corporation are usually stated in such general terms that there 
is but little restriction. The charter of the United States Steel Cor- 
poration, for example, seems only to exclude it from the fields of banking 
and insurance. Activities not authorized by the charter of the corporation 
or the law under which it was established are ultra vires; its officers may 
be subject to penalties for undertaking them, or the charter may be revoked 
if it is pi’oved the stockholders have authorized the activities. 

The ownership of the corporation is vested in the stockholders, each of 
the original stockholders being, issued a number of shares divided by agree- 
ment, usually in proportion to investment in the buMness or the value of 
services rendered in connection with the incorporation. Shares are freely 
transferable; the owners of a corporation can be and often are a constantly 
changing group of persons. The shares representing ownership may be of 
one or several types ^ depending upon how the corporation has sought to 
obtain capital. Owners of the corporation, i.e., of the shares of stock, are 
usually subject only to limited liability, their possible loss in the event of 
failure of the business being limited almost always to the amount they 
have paid (or agreed to pay) for their shares of stock. 

A corporation is controlled by those stockholders—usually the holders of 
one class of stock— having the right to vote for directors. The principle com- 
monly followed is one vote per share, although in some corporations stock- 
holders are allowed a number of votes equal to the number of shares mul- 
tiplied by the number of directors to be elected. The working rules of 
the corporation are the bylaws, which are subject to change usually 
only after approval by stockholders. Bylaws specify how stock is to 
be issued - and transferred, how dividends shall be paid, when , direc- 

^ See Chap, 26 , pp. $63-64. 
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tors’ meetings are to be held and in what manner, the qualifications 
of directors, the number and duties of officers, and similar matters of pro- 
cedure. The actual management of the corporation is left to the officers, 
who in many cases are substantial owners as well. In the smaller corpora- 
tions ownership and management may reside in the same persons. In large 
corporations, however, ownership and management are usually separated, 
and the powers of management are consequently great because the large 
number of stockholders can only with difficulty exercise their rights. Man- 
agement, by obtaining proxies of stockholders, can and often does per- 
petuate itself in office. A proxy is a power of attorney giving to someone 
else the right to exercise the stockholders vote. So long as the existing 
management can keep the stockholders satisfied—usually by paying 
dividends with reasonable regularity— stockholders permit it to continue 
in office by granting proxies to management. 

Perhaps the greatest advantage of the corporation as a form of business 
organization is its ability to raise money, i.e., to attract capital and to ex- 
pand its facilities. Stockholders are, except in rare cases, liable for the 
debts of the corporation only to the extent of their investment; they are 
free to dispose of their shares at any time without terminating the life of 
the corporation or necessarily impairing its value to potential owners *of 
the shares to be sold. Investors may usually buy corporate securities suit- 
able to their own tastes and interests, some securities showing an emphasis 
upon security and regularity of Income, others beaiing considerable risk of 
loss but also chance for large gains. If the corporation is successful and 
wishes to expand it may issue (in some instances after amending its charter) 
new securities to obtain the necessary funds. If it wishes to absorb a com- 
petitor or to take in another finn making other products, it may issue its 
own securities in exchange for the stock of these companies. 

It is the enormous capacity for growth or expansion for the purpose of 
obtaining economies of operation, of realizing the profits of monopoly, of 
satisfying the desire for power, or for other reasons, that has made the cor- 
poration the target of many attacks. 

The pessimistic prospects for corporations set forth by Adam Smith and 
earlier economists have not been borne out in practice. Modern industry 
in this country and in western Europe probably would have been impos- 
sible without the aid rendered by the corporate form in amassing the capi- 
tal required for large-scale production. Control over details in organization 
has been achieved by such devices as careful record-keeping, independent 
audits and reports to stockholders, piecework wages, bonuses to supervisory 
personnel, and promotions for. efficiency. Management has been impelled 
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to exercise the required initiative and flexibility by the spur of competition 
and the necessity for making profits to retain control, and has been enabled 
to do so as a result of receiving authority from inactive stockholders. The 
corporation as a form of organization has succeeded so well, in fact, that it 
is singled out for special taxation by state and Federal governments. The 
federal corporate income tax, which does not apply to other forms of or- 
ganization, has in recent years taken a considerable proportion of corporate 
profits, despite the fact that stockholders are subject to a personal income 
tax on the corporate dividends derived from these profits. 


The Holding Company 

The holding company is a latter-day outgrowth of the corporate form of 
organization which has in most recent times been the object of considerable 
Congressional investigation and reform legislation. The holding company 
is a corporation formed or used primarily to acquire the voting securities 
of other corporations and thereby to control them. Formerly illegal under 
common law, its general use began with the revision of the corporation laws 
of New Jersey in 1889, followed by other states’ amendments. This form 
was given impetus when early companies like Standard Oil and American 
Sugar Refining companies sought to secure monopoly power by retaining 
or acquiring control over competitors through buying their stock. 

There are several reasons for the use of holding companies, although 
some of these are not generally held to be socially desirable. First, a hold- 
ing company may be utilized to secure a consolidation of two or more 
companies. A parent company merely buys up or exchanges for its own 
stock a controlling interest in the stock of the other company or companies. 
Control can be secured by this method with a much smaller expenditure 
than would be required if the parent company directl)/ bought out the 
other company or companies. Although this use of a holding company has 
probably made the establishment of monopoly power too easy, outlawing 
its use would not actually prevent consolidation or merger of companies 
since this can be achieved by acquisition'of one company’s entire assets by 
another. 

Second, a holding company is usually able to attract capital to subsidiaiy 
firms on better terms than they could obtain for themselves. Many of the 
great public-utility holding companies were favored by investment bankers 
since a large holding company is generally considered safer and is 
usually better known than the individual companies it conh'ols. An 
example is the American Telephone and Telegraph Company which is 
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a holding company for a considerable proportion of the telephone operating 
companies and for research and equipment-making units, inaluding the 
Western Electric Company. Other examples-notorious for their callous 
disregard of stockholders— were the Associated Gas and Electric and Insull 
utilities systems which were involved in financial scandals during the 
1930’s. The major defect of the holding company as a device for raising 
money cheaply is the possibility, often exploited in the past, that the econo- 
mies obtained in, this way will not be passed on to consumers or investors 
but rather will be siphoned off by and for the controlling group in the 
holding company. 

Third, the holding-company form of organization has also been used to 


avoid legal difficulties. Some states may have onerous restrictions on “for- 
eign” corporations which can be avoided by forming a separate domestic 
corporation in each state, all of them owned by a single holding company. 
While it serves to overcome the excessively narrow sectionalism of some 
states, this device unfortunately also removes from state supervision certain 
undesirable corporate activities. In many cases, the use of the holding com- 
pany has created a “twilight zone” in which neither state nor federal con- 
trol is exercised. Another legal difficulty avoided by the use of the holding 
company is tlie preservation of the business name and good will of a well- 
established firm. To all outward appearances the company remains the 
same despite holding-company ownership, whereas an outright merger 
would cause the company to lose its identity. 

Finally, probably the iDrincipal reason for the holding company device 
is that it permits a maximum of control with a minimum expenditure in 
the purchase of stock, by means of manipulating certain corporate securi- 
ties. Briefly, corporate securities may be classified into three general types: 
(1) common stocky which generally carries the right to vote for directors and 
so to control the corporation; (2) preferred stock, which usually carries no 
voting rights except in very unusual circumstances, and (3) bonds, which 
are long-term loan contracts and have no voting power whatsoever under 
ordinary circumstances. Bonds and preferred stock are given certain fea- 
tures such as a fixed rate of return and a prior claim upon earnings which 
make tb.em attractive to more conservative investors (as will be shown in 
Chapter 26). 

Control over enormous aggregations of corporate wealth can be secured 
by constructing several layers of holding companies, each financed by two 
or three of the types of securities. Suppose that three operating corporations 
each have securities putstandihg aa in Table 58. 
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Table 5B securities of three corporations 

Company A CompanyB Company C 

Common stock $ 5,000,000 $15,000,000 $ 5,000,000 

Preferred stock 2,500,000 10,000,000 5,000,000 

Bonds 2,500,000 5,000,000 None 

Total* 10,000,000 30,000,000 10,000,000 

* Security values are assumed to be current market values. 


Since only common stock has the power to control, ownership of any- 
thing over 12% million dollars’ worth of common stock will control the 
three corporations having outstanding securities of 50 million dollars 
(and assets of perhaps two or three times that amount). Now suppose 
that holding company X is formed to hold a total of 13 million dollars in 
the common stocks of companies A, B, and C. It succeeds in selling its 
own securities on the following basis: 

Holding Company X 

Common stock $5,000,000 

Preferred stock 5,000,000 

Bonds 3,000,000 

The amount of stock needed to secure control of companies A, B, and C 
is now reduced to anything over 2% million dollars. 

If the promoters of company X now organize company Y and issue 1% 
million dollars in preferred stock and 1 million dollars in common stock, 
they will need only a little over $500,000 to control the whole struc- 
ture. If another layer is piled on, the financial resources needed for control 
can be cut to perhaps $200,000. Fantastic as this process may appear it has 
actually been accomplished by devices which, although they w^ere more 
complicated, conformed in principle to what is here described. In 1930, the 
Van Sweringen brothers controlled over 2 billion dollars of railroad assets 
with less than 20 million dollars, and more than a decade later their suc- 
cessor bought their railroad empire at a bankruptcy sale for a fraction of 
this amount by buying control of the top holding company. It should be 
noted especially that holding companies built upon the common stock of 
operating companies are extremely vulnerable to fluctuations in the earnings 
of operating companies. If the latter do not pay dividends, the holding com- 
pany receives no revenue since it has no income from productive operations 
of its own. 
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Special Regulation of Holding Companies 

In the gas, electric, and railroad industries, the holding-company device 
was abused by some groups and caused after 1929 such large losses to 
investors that it was subjected to special regulation. Control was frequently 
pyramided in such aggregations as the Associated Gas and Electric Com- 
pany. Operating companies controlled by the holding company were 
sometimes ' milked’' by being overcharged for management or construction 
services provided or contracted out by the holding company, by the sale 
of securities at inflated prices, and by loans at higher than competitive rates 
made to operating companies by the holding company, as well as by other 
similar devices. Since the holding company controls the operating com- 
panies, any transaction between parent and subsidiary is not a free market 
ti’ansaction unless outsiders are allowed by the holding company to bid for 
the sale or purchase. These abuses of holding-company power during the 
1920's reached the proportions of a national scandal at a time when the 
stock-market crash of 1929 and subsequent corporate failures prompted 
public investigations. Large numbers of stockholders in holding companies 
saw their lifetime savings vanish when operating companies could no longer 
pay dividends or were forced to cut their dividend rates. 

After extensive investigations, Congress passed the Public Utility Hold- 
ing Company Act of 1935 to regulate and control holding companies in 
the gas and electric power industries. Holding companies in these indus- 
tries were required to register with the Securities and Exchange Commis- 
sion (SEC), which had recently been set up to supervise corporate financial 
practices generally and the security markets in particular. Registration con- 
sisted of filing complete information about the holding company and its 
related subsidiaries or associated companies. Future security issues could 
be made only with the approval of the Commission, which was charged 
with protecting the investor's interest. Future acquisitions of new companies 
or extension of control by holding companies were made subject to review 
to determine whether they were economically and financially justified. Of 
great importance is the Commission s power to review existing holding- 
company systems and thereby simplify financial structures when neces- 
saiy. All holding companies aboye die second layer are prohibited 
by this legislation. In addition, companies are restricted to the con- 
trol of those properties necessary to form a geographically integrated 
public-utility system. Other features of the law are strict prohibitions 
against political contributions by these public-utility holding companies, 
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requirement of registration of their lobbyists, and publication of other ac- 
tivities previously kept confidential The SEC has had considerable success 
under the Act except in the matter of requiring simplification of the struct 
ture of the larger holding companies, a process which is still in progress at 
this writing. 

Some Corporation Problems 

It has been stressed that one of the characteristics which, for private 
purposes, gives the corporate form the greatest advantage over other forms 
of business organization is its ability to attract capital. This private advan- 
tage of the corporation may become something of a disadvantage to the 
public. Corporations have been able to grow to gigantic size which may be 
a threat to socially desirable purposes. 

An indication of the size of America’s corporate giants is the proportion 
of the assets of all corporations (excluding banking and other financial 
institutions) controlled by the largest companies. In 1929 the 200 largest 
corporations controlled almost one half of all nonfinancial corporate 
assets; and the control over the remaining half was dispersed among over 
300,000 corporations. The proportion of total assets controlled by the 200 
largest corporations increased during the depression years 1929-33, as shown 
in Table 59, but was probably reduced in subsequent years. For example, 
concentration of assets in the largest manufacturing companies was some- 
what less in 1946 than in 1939. 

Tab/e 59 assets of nonfinancial corporations 

1929 1931 1933 

200 largest $ 98,597 millions $101,662 millions $95,617 millions 

All others 100,832 76,766 ^ ^ ^ ^ 

Per cent of total 

controlled by 200 

largest 49.4% 57.0% 57.0% 

Source: National Resources Committee, The Structure of the American Economy, Washington, 1939, 
Pf. I, p. 107. 

It has been estimated that in 1929 the assets of the 200 largest nonfinancial 
corporations comprised about 22 per cent of the national wealth. The effects 
of this concentration on the total economy are manifold. Where a few cor- 
porations dominate an industry, prices are subject to oligopolistic influences. 
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The consequences of this market condition on prices and output were 
discussed in Chapters 15 and 16. 

The concentration of corporate wealth places great influence in the 
hands of a relatively small group of men. The 200 largest nonfinancial 
corporations had approximately 2,000 directors in 1930 but of these a 
large proportion were inactive.^ Thus only a few hundred active direc- 
tors actually presided over the declaration of dividends, decisions to 
make new investments in capital facilities, and other vital economic mat- 
ters affecting half the nonfinancial corporate wealth of the country. If these 
men are generally optimistic and approve programs of capital expansion, 
their decisions to increase investment and thereby employment will ma- 
terially influence national output; if they are doubtful or pessimistic, their 
decisions to retrench may reduce national output. It is significant that dur- 
ing World War II there was organized the Committee for Economic De- 
velopment composed of businessmen who sought to lay plans for the main- 
tenance of employment in the postwar period. If the large corporations act 
in keeping with the recognition of their own influence, they can become 
powerful instruments for maintaining prosperity; if, however, they act with 
respect to investment and employment as though their own actions were 
of little consequence to the rest of the economy, then the large corpora- 
tions are likely to increase the diflSculty of maintaining stable levels of 
output and employment 

Another x>roblem related to the size of the largest coiq)orations is the par- 
tiabseparation of ownership from control. Nominally, of course, the owners 
of the voting stock of a corporation also control it. Actually, however, in 
most of the larger corporations ownership is so widely diffused that control 
is possible in many cases through ownership of a relatively small fraction 
of the total stock. Some impression as to the diffusion of ownership can be 
gained from the fact that over half the stock issues of the largest corpora- 
tions have been to between 10,000 and 100,000 stockholders. It has been 
estimated that nearly half the shareholdings of issues of the 200 largest 
corporations amount to $500 or less; 95 per cent amount to less than $5,000. 
It follows that the majority of people whose ownership is represented in 
one of the corporate giants have only a small stake in it. One of the more 
than 600,000 shareholders of American Telephone and Telegraph Company 
who owns only a few hundred dollars" worth of stock is not likely to regard 
the corporations affairs as a matter of .much concern so long as he gets his 
\dividend regularly... . . ,, s, , 

2 A, A. Berle arid Q. G. Means, The Modern Corporation and Private Property, 
1932, Macmillan, p. 46. . . ^ , 
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In contrast to the diffused and small interests of the majority of share- 
holders there is, of course, the very concentrated interest of those who own 
substantial blocks of stock or who actively manage the companies. It should 
be understood that a majority of the voting shares is necessary for control 
only in the case of an ultimate and crucial test of strength between factions 
among stockholders. The majority of a quorum attending an annual meet- 
ing i^ sufficient for working control, and a quorum need not consist of a 
majority of stockholders or a majority of the voting shares. It is possible 
for a minority interest of as little as 10 per cent of the total shares to con- 
trol a very large corporation successfully for many years. If the record of 
the minority in control is good, it can, when a test of strength arises, solicit 
proxies to obtain the votes of a majority of the shares. Often, however, 
minority control may lead to damage which cannot be undone even when 
the majority seeks to assert itself. The minority may be represented in 
lucrative ojflScial positions for which large salaries and bonuses are paid; 
or it may, as occurred sometimes in the past, drain the profits of the cor- 
poration by placing contracts at extravagant prices with otlier companies 
owned more or less exclusively by the minority interest. If the minority 
control is exercised by the management, it may lead to the continuance of 
a losing activity long after the corporation s business should have been 
liquidated for the benefit of the stockholders, or in some cases, it may lead 
to profitless expansion to serve the personal vanity of corporate empire 
builders. 

The principal methods of achieving minority control, which is usual in 
most of the largest corporations, are relatively simple. First in importance, 
of course, is the almost inescapable apathy of the average shareholder. This 
coupled with the fact that the incumbent management holds most of the 
instruments needed to secure control— stockholder lists,, knowledge of the 
true condition of the company, and means of preventing others from ob- 
taining access to such knowledge— sets the stage for minority control. The 
legal devices which may be used under the circumstances are numerous. 
Certain classes of stock can be given more than one vote, and multiple- 
voting stock can then he concentrated in a few hands. Before 1929 some 
corporations even w^ent so far as to issue nonvoting common stock which 
promised nothing and gave tlae holders of the stock no rights. Or a con- 
trolling stock interest can be turned over to trustees— a voting trust— to be 
exercised by the trustees in the interest of the minority. Finally, a holding 
company or a pyramid of holding companies may be used. 
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CO-OPERATIVES 

Although it was neither the first co-operative nor the first enterprise to 
operate upon co-operative principles, the co-operative store opened in 1844 
by the Society of Equitable Pioneers in Toad Lane in Rochdale, England, 
marked the real beginning of the consumers’ co-operative movement as it 
is now known. The store was founded by a group of weavers for the pur- 
poses of saving, in the prices they paid for their food and clothing, what 
they believed to be the excessive profits and costs of production and dis- 
tribution charged by private distributors. It also had the object, still im- 
portant to the more self-conscious consumer co-operatives, of laying the 
foundation for a society in which co-operative production and distribution 
would eventually displace private property and competition. The more 
important farm co-operatives, insurance companies, and similar types of 
co-operatives in this country, however, have no such purpose, but are 
superimposed on the existing structure of private enterprise and are de- 
signed to supplement and improve it. 

The Rochdale Pioneers organized and operated their first retail store 
on the basis of the following rules, which have since become standard for 
co-operative organizations: 

1. Each member, regardless of his financial contribution, is limited to 
one vote, and members control the organization. 

2. Profits are distributed in proportion to purchases of the members. 

3. A fixed rate of dividend is paid on the money paid in as capital by 
the members. 

4. Sales are made at competitive prices, savings being passed on to mem- 
bers in the forms of dividends based upon volume of purchases. 

5. Membership is open upon equal terms to all persons who have the 
same status as existing members, i.e,, in consumer co-operatives, to all 
consumers; in marketing co-operatives, to all sellers of the commodity 
being sold. 

In principle co-operatives are controlled by a one-man one-vote 
system, in contrast to the corporation where voting power is propor- 
tional to ownership of shares. Profits of the co-operative are distributed in 
proportion to the patronage which is presumed to have made them pos- 
sible, whereas in a corporation they are distributed roughly in proportion 
to die amount of capital invested. A co-operative is therefore a form of 
, business organization which is owned by the persons who use its services, 
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which is controlled in principle by all of them equally, and which distributes 
its profits to the members in proportion to the use they have made of its 
services. In large co-operatives, however, management and ownership tend 
to become separated, as in the large corporation. The members of a co» 
operative suffer no less than the stockholders of a corporation from a 
disposition to become apathetic; and self-perpetuation of management is 
equally evident in both forms of organization. 

In most states, co-operatives may be incorporated under a general law 
in much the same manner as business corporations. Under such laws, mem- 
bers are subject to limited liability, but unlike stockholders in corporations 
they are limited to one vote. If co-operatives are unincorporated, the mem- 
bers are individually and jointly liable for the debts and acts of the co- 
operative association. Co-operatives may make contracts with their mem- 
bers; thus in the agricultural marketing co-operatives members usually 
contract to sell all their production through the co-operative. 

Co-operatives may raise funds by a number of methods but are far more 
restricted in such activity than private corporations. Initial financial re- 
sources are raised by the contributions of members, a minimum payment for 
membership being the general practice. Membership shares in many 
co-operatives are not freely marketable, as are the shares of stock in cor- 
porations. For additional funds, the co-operative is limited to loans from 
present or new members and outsiders and to reinvested earnings. Their 
limited ability to raise money has imposed a serious restriction upon growth, 
which has been removed in the case of farm co-operatives only by federal 
credit agencies. 

Co-operatives exist in many fields besides retail trade; they operate 
successfully in insurance, consumer and farm credit, housing (where build- 
ing and loan associations are well known), wholesaling, public utilities, and 
—especially in Europe— in production. In the United States, consumer 
co-operatives have enjoyed a long history and considerable growth but have 
remained relatively insignificant in terms of proportion of the total volume 
of business. The marked difference between the American and the Euro-* 
pean experience is attributed to many factors. One of the most important 
is the higher level of individual -income and of living in the United States; 
this fact has lessened the apparent importance of whatever savings a 
consumer co-operative may provide its patrons. Another is the competition 
in mass distribution through chain stores, department stores, and mail- 
order houses. Consumers in this country have not had to rely upon co- 
operative competition to force distributive margins down. Another im- 
portant reason for their relative insignificance in the total economy has 
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been the absence of organized consumer interest in co-operative activities, 
particularly among wage earners. Workers and their unions have concen- 
trated upon the more tangible benefits of collective bargaining over wages, 
although they exhibited a renewed interest in co-operatives when the cost 
of living jumped after World War 11. In addition, co-operative organiza- 
tions have suffered from poor management, a lack of understanding of 
co-operative principles, and the active opposition of established private 
businesses. 

In farm marketing and purchasing, however, co-operatives have demon- 
strated considerable strength in the United States. Farmers’ marketing 
co-operatives, including 2,730,000 members, did 4,4 billion dollars of busi- 
ness and farmers’ purchasing co-operatives, including 1,520,000 members, 
did almost 750 million dollars of business in the 1943-44 marketing season.^ 
Marketing associations accounted for more than three quarters of the 
farm co-operative business in the period given here. Co-operative market- 
ing organizations have been authorized and fostered by government to 
improve the bargaining position of farmers. Co-operative purchasing of 
fertilizer, feed, tools, implements, petroleum products, and other farm 
supplies has also grown rapidly in recent years. In fact, co-operatives have 
reached backward to control production. Several now operate oil refineries, 
machinery plants, feed mills, and lumber mills. Spurred on by loans of 
to % billion dollars from the Rural Electrification Administration, co- 
operatives have also organized power systems. They have contributed, 
along with private companies, to the expansion of electrical service to 
farms— from under 11 per cent of the total number of fanns in 1935 to 
almost 40 per cent in 1942. 

Another major field for farm co-operatives is farm credit. Long-term 
credit— for buying land, buildings, etc.— is provided for farmers by the 
Federal Land Banks through National Farm Loan Associations, and short- 
term loans— for buying machinery, stock, etc.— is provided by Production 
Credit Associations. Both types of associations are sponsored and financed 
by the Federal government, which also maintains banks for co-operatives 
to finance the various farm co-operative marketing, purchasing, and service 
enterprises. The existence of these many federal financial aids and the large 
number of government workers who render specialized assistance to farm 
co-operatives casts considerable doubt upon the indigenous and spontane- 
ous nature of the farm co-operative movement It seems certain that without 

3 House Committee on Small Business, ^The Competition of Cooperatives with Other 
Forms of Business Enterprise,”, House Report No. 1888, 79tli Congress, 2nd Session, 

1946. ''' ■ ■ ^ 
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extensive government aid the growth of the various farm co-operatives 
would havq been considerably slower and more difficult. 

An added element of strength of the co-operative form of business 
organization is its favorable tax status. Whereas the earnings of corporations 
are subject to double taxation by the Federal government, once by the 
corporate income tax and a second time when they are paid to individuals 
in the form of dividends or interest, the income of co-operatives is taxable 
but once, and then only when it is paid to investors as interest and, in the 
case of producer co-operatives, to members as patronage dividends. So long 
as corporate income taxes are relatively high and so long as co-operatives are 
exempt from paying them, there will be some incentive to form co-operatives 
in order to avoid taxes. The major discrimination against coiporations in- 
volved in exempting co-operatives from corporate income-tax liability is the 
power given to co-operatives to expand out of tax-free retained earnings 
held in trust for members. 


CHAPTER 26 

Business Finance 


The prosperous business enterprise constitutes a source of wealth and 
income beneficial not alone to its promoters and owners but to the entire 
economy as well; it increases the wealth available to tlie community while 
at the same time providing investors with incomes. Similarly, the unsuccess- 
ful new venture may be considered to injure the whole economy by dis- 
sipating wealth already accumulated. Economic advancement necessarily 
requires the elimination of both inefficient and decadent firms; tlie tempo- 
rary loss to the community of their failure is an inevitable price of progress. 

Capital has been called the life substance of a business enterprise^ 
Original capital, obtained from persons willing to commit funds for a long 
term, is required in a new venture to pay costs of promotion, to purchase 

^ The term capital is employed in tiiis chapter in its customary business and accounting 
definitions. In, earlier chapters capital referred, to (physical) capital facilities;, and other 
capital goods, ; . ' - 
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property and equipment, and to provide in advance for initial operating 
expenses. Then, once the business has begun to function, additional capital 
is required for the firm’s growth and expansion as well as to meet unex- 
pected contingencies. These additional funds may be secured through reten- 
tion of business earnings, short-term borrowings, and extension of credit by 
suppliers and wage earners. To continue prosperous, a business enterprise 
must have adequate capital to retain control of its productive agents— capital 
facilities, materials, and labor— and to prevent claims by its creditors from 
materially hampering operations or weakening confidence in the firm. Sound 
financing, coupled with proper financial management, is a requisite to 
success of any business venture. 

Methods of financing and the amount of capital available to a business 
depend on its nature and the form of its organization. For an unincorporated 
firm the sources and amount of available capital are limited by its neces- 
sarily uncertain life and the fact that the assets of the firm and those of its 
owner are inseparable. In general, unincorporated firms find their principal 
source of available outside capital in bank loans, the amount being restricted 
to the limit of the personal credit standing of the proprietor or partners. 
On the other hand, a corporation has access to various sources of capital in 
generally larger amounts. As a legal entity separate and apart from its 
members, tlie corporation is not limited in longevity by the life span of 
its members; its power to attract capital may be greater than that of its 
combined owners. Since the corporate form of organization is the most 
important in the modern economy, and since the principles of corporate 
financing comprehend those of other types of organization, the analysis of 
business finance logically centers on the financial problems of the cor- 
poration. 

FINANCIAL REQUIREMENTS OF CORPORATIONS 

The total capital needs of a business may be classified under two main 
headings— fixed and circulating— although there is not always a w^ell-defined 
line of demarcation between the two. Fixed capital is the corporations 
investment in permanent or semipermanent capital facilities such as land, 
buildings, machinery, and equipment; it is capital tied up in specialized 
form for a number of years. Circulating capital is its investment in inven- 
tories, receivables, and money or its equivalent; it is tied up for a rela- 
tively short period of time, usually less than one year. The term circulating 
derives from the circular flow of capital, in the course of normal business 
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operations, from inventories to receivables^ to money and back again 
to inventories. If an item is expected to be converted into money within the 
space of one year, it is customarily regarded as circulating capital. 

The total amount of capital required, and the desirable ratio of fixed to 
circulating capital, vary greatly with the type of business. It is necessary 
for an electric power company to maintain a relatively large total invest- 
ment, mostly in fixed plant and equipment, while on the other hand the 
total investment of a trading company may be relatively small and consist 
ahnost wholly of circulating items. Although methods of financing are 
different for two such enterprises, the capital invested in both is to a degree 
similar because in most companies a portion of the circulating capital is in 
actuality fixed. If the trading company maintains an inventory of merchan- 
dise and sells on credit, to operate successfully it must keep both stock on 
hand at all times and a cash reserve for current expenditures. Moreover, it 
will always have some amount of investment in accounts receivable cover- 
ing recent sales. This irreducible minimum investment in inventories, 
receivables, and cash, although not separable from other circulating capital, 
is in effect just as permanent as the fixed capital. As a business grows the 
amount of this “fixed” circulating capital usually increases. 

There is no simple formula by which the capital needs of a corporation 
can be precisely determined, but certain governing factors must be taken 
into account. Fixed capital requirements are estimated on the basis of the 
expected volume of business and the cost of the plant and equipment needed 
to produce that volume. In evaluating a corporatioiTs circulating capital 
needs, important considerations are the character of the business, the length 
of processing period or merchandising cycle, the rapidity of turnover, scale 
of operations, volume and terms of purchase and sale, and cyclical and 
seasonal requirements. Consider the following examples in this connection* 
A city transportation company, operating on a money, pay-in-advance basis, 
requires relatively less circulating capital than a merchandising company 
with a large investment in inventories and selling on credit. A manufacturing 
concern, because of the time length of the manufacturing process, requires 
a large amount of circulating capital because of the size of its materials and 
goods-in-process inventories. (The longer the cycle of manufacturing or 
merchandising and the slower the turnover, the greater are the capital 
needs.) In general, circulating capital needs vary directly with the scale oS 
operations and length* of time through which credit is extended on sales; 
and it varies inversely with the credit period on purchases. The firm with a 
seasonal business is confronted with the necessity of financing peak in- 

2 When a firm sells on credit the amount due is a receivable. 
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ventories, as illustrated by the heavy investment of department stores in 
merchandise for the Christmas season. 

Whatever the type of enterprise, provision must be made for ample 
working capital, which is the excess of circulating capital over short-term 
liabilities-amounts owed to suppliers for materials, to banks for short-term 
loans, etc. Ample working capital is needed to preserve the credit standing 
of the firm and to provide for contingencies such as a business depression. 


SOURCES OF FINANCING FOR CORPORATIONS 

Stated broadly, there are three sources of capital available to a corpora- 
tion: owners, creditors, and earnings. Owners contribute their capital 
without any commitment— stated or implied— that it will be repaid as long 
as the corporation has use for it. Such capital is termed equity capital. But 
creditors make their capital available on condition that it will be returned 
at some specified date, and such capital constitutes a liability of the cor- 
poration whether obtained by means of long-term bonds, short-term borrow- 
ings, or by charge-account credit extended by suppliers (open accounts 
payable). Unless the capital supplied by the ownership is sufficient to form 
a secure base for the capital structure, creditors" capital will not be attracted 
because creditors want security. After a corporation has begun to show 
profits (after making payments to meet fixed obligations to creditors) it may 
elect to increase its capital by retaining all or part of the residual earnings 
rather than disbursing them as dividends. This method of financing is fre- 
quently used in order gradually to strengthen or expand the company. 


Owners . ■ . . 

The first step taken by promoters in the actual organization of a corpora- 
tion is to obtain a charter from the state of its legal residence. The charter 
authorizes the issuance of capital stock to the contributors of ownership 
capital and specifies the types of stock which may be issued, the number of 
shares of each type, and regulations governing issuance and disposition. 
In return for his contribution, an indivMual owner receives a stock certifi- 
cate, representing his equity (ownership , interest) in the business and indi- 
cating the number of shares purchased. Shares of stock are transferable; 
an owner may sell or otherwise dispose? of his equity at any time. In addition 
to his individual contract with She corporation represented by his stock 
certificate, each shareholder is also bound by the underlying stock conti-act 
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which exists between the corporation and the collective group of stock- 
holders—namely, the body of corporate law under which the charter is 
granted, the charter itself, and the bylaws of the corporation. 

Common Stock 

The stock contract specifies the extent and manner of the stockholder s 
participation in the several aspects of ownership— control, income, and risk 
The holder of common stock possesses (1) the right to control corporate 
activities, (2) the right to receive all profits in excess of fixed obligations 
payable to others, and (3) the burden of risk accompanying residual claims 
to the extent of his investment in the corporation. The management function 
is, in general, vested in the common stockholders (proportional to the 
amount of voting stock owned) who exercise this function by electing a 
board of directors. Balanced against this privilege is the great financial risk 
of investment in common stock. The fortunes of the common stockholder 
are closely bound up with the success or failure of the company; he stands 
to gain or lose heavily. The common stockholder s claims on both earnings 
and principal are residual to those of creditors and preferred stockholders, 
which means that he is entitled to any and all earnings remaining after fixed 
obligations have been met, or, in case of liquidation, that he is entitled to 
property remaining after creditors and preferred stockliolders are satisfied* 
There is no fixed dividend rate on common stock, and dividends on this 
stock can be considered a liability of the company only after they have been 
declared by the board of directors, who are at hberty to weigh the com- 
pany’s need for funds and can pass (i.e., fail to pay) a dividend without 
placing the corporation in default. Thus, in periods of prosperity, the 
common stockholder stands a chance to receive a large return on his stock, 
far above tliat of the bondholder or preferred stockholder, while in periods 
of depression he is likely to receive nothing at all. 

Certain special types of stock are often classified as common although 
they may include specified preferences not generally associated with com- 
mon stock or may waive certain of the usual common-stock rights; e.g., the 
inclusion of a fixed dividend rate or the abrogation of voting power. The 
term common stock seems almost a misnomer for such issues, for they do 
not represent true venture capital. Since a certain amount of true venture 
capital is a requisite in any business and since a portion of the stock must be 
of the regular type, these special stocks must be regarded as supplementary 
issues, , , , ' ‘ ' 
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Preferred Stock 

Preferred stock embodies ownership, but by virtue of modifications in the 
contract of issuance it is endowed with preferences or limitations which 
differentiate it from common stock. Ordinary preferred stock has no voice 
in management but it does have a prior claim on earnings and property 
as well as a fixed dividend rate. Although preferred stock dividends like 
those on common stock become a liability only after they have been de- 
clared, they must be paid in full before any dividends can be paid on com- 
mon stock. Most preferred stock has a stated value— usually par— which is a 
preferred claim against the property and which in case of liquidation of 
the business must be paid ahead of any distribution to common stockholders. 
Unlike common stock contracts, there is often a provision in the preferred 
stock contract permitting the corporation at its option to retire ordinary 
preferred stock upon payment of a stipulated amount, usually slightly in 
excess of par. Preferred stock may of course be bought and sold in the 
market like common stock. 

Of several special types of preferred stock, cumulative preferred and 
participating preferred are especially important. Cumulative preferred stock 
requires the payment of all dividends which have been omitted before any 
division of earnings can be made among stocks of lesser priority. In the 
absence of the cumulative feature the corporation may pass a preferred 
dividend without incurring any liability for its future payment, but such 
omission precludes any distribution of earnings to common stock in that 
period. The second class, participating preferred stock, shares with common 
stock any dividends to be paid in excess of the specified rate on preferred 
plus a stipulated rate on common. 

Creditors 

The financial needs of a corporation can seldom be satisfied by owners’ 
capital alone. Practically all corporations rely to some extent, or may even 
be largely financed, on borrowings. Such creditorship capital may consist 
of long- or short-term loans, secured or unsecured, or merely open accounts 
payable. Creditorship capital differs essentially from owners’ capital in that 
it carries a definite obligation of the corporation to repay the principal of 
the loan at some specified date or. according to a definite schedule, and in 
many instances also to make specified periodic interest payments to the 
creditors. Most long-term borrowings, and some of shorter duration, are 
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effected through the issuance of bonds to the creditors. By this technique 
of borrowing, securities which may be bought and sold in the market are 
issued in exchange for creditors^ capital, and because this method permits 
a large number of persons to participate in the same loan, the corporation 
is thus enabled to borrow a larger amount of capital than it could secure 
from a single lender or a small group. 

Bonds 

Bonds are evidences of creditorship capital issued under a contract called 
the indenture. This contract is made with a trustee who represents the 
interests of all the bondholders. The indenture is a formal document con- 
taining provisions deemed necessary to protect interests of both the corpora- 
tion and bondholders. The principal provisions of a bond indenture may be 
summarized as follows: 

1. Description of the entire bond issue, including amount, interest rate, 
date of payment of principal and interest, denomination of bonds, type 
of bonds, and provisions, if any, for advance payment of principal 

2. Descriptions of the character and extent of property against which 
bondholders may levy to satisfy claims against corporation. 

3. Special protective agreements (covenants) to ensure preservation of 
property pledged by the corporation as security for the issue. 

4. Definitions of actions which bondholders may take to protect their 
interests in case the corporation fails to fulfill its promises. 

5. Statements covering duties, qualifications, and responsibilities of the 
trustee. 

6. Covenant on part of bondholders through the trustee that liens against 
cdi-porate property will ceasie and the corporation be no longer bound 
by its promises made in the indenture when all bondholders’ claims 
have been satisfied. 

Bond issues vary in terms of security, term, interest rate, methods of 
retirement, payment of interest, and similar features. Since the indenture 
covering each issue is an individual and particular contract, some points 
of difference will usually be found even among bonds of the same general 
class. Some of the more important classes of bonds are mortgage bonds, 
debenture bonds, income bonds, equipment trust bonds, and guaranteed 
and collateral trust bonds. 

A mortgage bond is issued with certain corporate property pledged as 
security for the repayment of the loan. In case of default by the corporation 
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(failure to live up to the provisions of the bond contract), the bondholders 
have a legal right to take over the property which has been pledged as 
security. The indenture provides tire conditions under which this may be 
done and outlines the actions to be taken by the trustees on behalf of the 
bondholders. This recourse, however, is actually of less value than might 
appear on first thought, because usually if the corporation is not able to 
earn enough through operation with the pledged facilities to escape de- 
fault, it is unlikely tliat the bondholders will fare any better by assuming 
operation of the property, or that they will be able to obtain a full return 
from sale of it. 

Mortgage bonds may be either a first or second lien against the property. 
A first mortgage issue has first claim against the pledged property and is 
therefore a lien prior to all others with respect to the particular property. 
The interest payments on such bonds also take precedence over all other 
claims on earnings. Whenever possible a corporation will meet Interest 
payments on its mortgage bonds because default would usually result in 
litigation, or possibly loss of property, or bankruptcy. 

The question may be raised as to why mortgage bonds are issued when 
such dangers are thereby created. Due to the priority of claims, the regu- 
larity of interest payments, and the security behind such issues, creditors 
are willing to invest in mortgage bonds at a lower interest rate than they 
would accept from other loans not so protected. From the issuer's point of 
view, there are many firms for which the general business risk is low (such 
as public utilities) or whose earnings are relatively little affected by cyclical 
changes in business. Such a firm may find it cheaper to borrow on mortgage 
bonds without incurring great risk thereby. On the other hand, there are 
many types of business to which mortgage bonds are not applicable; e.g., a 
concern whose capital is largely circulating will have no suitable property 
to pledge for security. Thus mortgage bonds generally can be issued only 
on the basis of fixed capital; the ratio of fixed to circulating capital is a 
limiting factor in determining the size of the issue. 

Debenture bonds are issued on the credit standing of the corporation 
and are backed only by the corporation's promise to repay the loan and to 
pay interest at stated intervals. The indenture covering such bond issues 
often carries certain protective covenants which preserve, the priority status 
of the issue as it exists when the bonds are issued or may even call for 
some improvement in that status. These covenants specify certain actions 
on the part of the company to ensure Jts ability to meet interest payments 
and to repay principal. The debenture does not possess the right of fore- 
closure and obvious!^' has a lesser, claim against the corporation than 
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mortgage bonds. Such issues, therefore, involve less risk for tlie company 
and more ’for the bondholder and accordingly will usually command a 
higher rate of interest than mortgage bonds of the same company. However, 
the debentures of one company may be far superior to the mortgage bonds 
of another. If a debenture is not preceded by other securities and is properly 
protected against the subsequent issuance of such securities, it stands as 
the senior ranking security of that company and may well be superior to 
first mortgage bonds of another company. 

The income bond is one of the less common types and one which is not 
regarded too favorably by buyers of securities, although it is sometimes 
issued by a company desirous of avoiding excessive fixed annual interest 
charges. It is a general credit security with interest payments wholly con- 
tingent upon earnings. A specific rate of interest, either cumulative or non- 
cumulative, is stipulated in the contract covering an issue of this bond, with 
provision that the interest be paid at stated intervals provided earnings 
justify such payment. From tlie company’s standpoint the income bond is 
an advantageous device for obtaining funds in a business where earnings 
are likely to fluctuate widely since interest payments do not have to be met 
in periods of low earnings or losses. However, in order to attract purchasers 
for such securities a higher rate of interest must be oflEered than for mortgage 
bonds, debentures, or other types which yield assured regular returns. 

The equipment trust bond is a special type of bond widely used, espe- 
cially among transportation companies. This security is used to finance the 
purchase of equipment, the customary procedure being for the corporation 
to make a part payment on the equipment, leaving the remainder to be 
financed by a trustee who accepts equipment trust bonds in payment from 
the corporation and offers them to the public. The tiustee I’eceives and 
retains title to the equipment until all bonds are paid off. The usual contract 
calls for the borrowing company to make periodic payments to be applied 
toward retirement of the debt. The rate of reduction of the debt through 
such periodic payments should be more rapid than the rate of depreciation 
of the equipment; when this is true the bondholders’ margin of safety 
becomes progressively greater as the loan runs its course. The fact that such 
securities are issued to finance the purchase of equipment for which there 
is usually a ready market gives the investor an added factor of safety. 

Guaranteed bonds are those issued by one company with a second 
company guaranteeing that provisions of the indenture will be fulfilled. 
The guarantee adds security to the issue only within the limitations of -the 
specific contract and to the extent that the- guarantor is able to fulfill its 
commitments if called upon to do so. Collateral trust bonds are those issued 
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by one company with securities of another or several companies pledged 
as protection for the loan. Such bonds may be issued by a holdirlg company 
which pledges securities of operating companies as collateral. Because bonds 
of this type are backed both by the pledged securities and by the general 
credit of the issuer, they are quite likely to be more attractive from an 
investment standpoint than those which either the holding company or one 
of the operating companies alone could issue. 

Other Forms of Borrowing 

Although stocks and bonds comprise the principal means of obtaining 
original capital, companies may resort to short-term borrowings. After 
operations have begun, a corporation may procure capital aside from its 
own earnings from a variety of sources: trade creditors, banks, finance 
companies, commercial-paper houses, and others. Funds so obtained are 
used chiefly for circulating capital needs but may also be utilized to some 
extent for fixed capital needs. Ordinarily such funds obtained on short term 
cost less in interest than long-term borrowing. Merchandise may be pur- 
chased on credit and, in so far as the books show accounts payable cov- 
ering such purchases, trade creditors furnish a portion of the circulating 
capital. In a similar manner wages payable represent a contribution to the 
corporations capital, since productive labor results in an increase in the 
value of inventories. 

Banks are an important source of short-term funds for most corporations. 
Through arrangements with one or more banks for a line of credit (maximum 
amount which bank will loan), corporations may, and frequently do, con- 
tinuously utilize this method of obtaining capital! By such a flexible method 
a company may increase or decrease its circulating capital as the needs for 
such funds fluctuate, thereby ensuring adequate funds for short-term needs 
(such as financing of peak inventories) and also avoiding a redundance of 
circulating capital. While’ it is imperative that adequate circulating capital 
be available, most corporations guard against a redundancy of funds to avoid 
unnecessary cost and consequent inefficiency and waste. A corporation 
needs good banking relations, for banks are frequently the only source of 
funds in time of crisis. 

Finance companies constitute a common means of carrying inventories, 
although their rate of interest is generally higher than that for bank loans 
or other direct borrowings. An example of the use of finance companies is 
furnished by automobile dealers, a large part of whose inventories are 
financed by loans from such institutions. 
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Open-market borrowings are an important source of funds for certain 
companies.^ These borrowings are made through commercial-paper houses 
which purchase the company’s unsecured promissory notes for resale to 
large investors or financial institutions. These notes, termed commercial 
paper, are usually issued in large denominations by well-known companies, 
and therefore this method of financing is applicable only when a large 
amount of capital is required. The term of such loans is generally about 
four months and rarely over one year. Because of the thorough investigation 
made by the commercial-paper house before it purchases the notes, the 
interest rate on commercial borrowings is relatively low. The chief advan- 
tages of this method of financing are wide distribution of the loan, a low 
interest rate, and good advertising. However, the issuance of commercial 
paper is largely a fair-weather transaction limited to times of good business. 
Companies are reluctant therefore to forego their contacts with banks and 
the establishment of credit lines in order to borrow on commercial paper. 


Earnings 

During periods of profitable operations a concem may increase its capital 
by retention of earnings. After all fixed obligations have been paid, a 
corporation may elect to reinvest a part or all of the remaining earnings in 
the business rather than pay them to stockholders in the form of dividends. 
The retention of earnings is a desirable way of providing for the gradually 
increasing capital needs— both circulating and fixed. The nonpayment of 
dividends which have been earned does not ordinarily constitute a loss 
for the stockholders since their equity in tlie business is increased by the 
amount of retained earnings. 

EQUITY STRUCTURE 

The composite of all claims by suppliers of financial resources forms the 
equity structure of the corporation. It is imperative that this structure 
provide for adequate capital to be available on terms which the company 
can afford, A permanent commitment of capital or funds by common stock- 
holders is in all cases necessary as a base on which to build the equity 
structure. It serves as protection for investors of other types. A no less 
important reason for the equity represented by common stock is the avoid- 
ance of fixed charges, which are embarrassing in periods of low earnings 
or losses. Common stock represents true venture capital, which risks all 
for the chance of handsome returns from a prosperous business. 
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However, total financing by means of common stock is not often either 
feasible or desirable from the firm's point of view. It would be J30ssibie for 
an enterprise to finance itself wholly in this manner only if abnormally high 
rates of profit could be anticipated, and even then it would be uneconomical 
because the capital would be redundant except in periods of peak require- 
ments. On the other hand, additional capital can be realized-at terms more 
reasonable than the rate necessary to attract venture capital— if the provi- 
sions of the contract under which it is to be secured and the basic common 
stock both ofiFer ample protection to potential investors. By use of bonds, 
preferred stock, and short-term borrowings, companies may obtain addi- 
tional funds at a cost below the average earning rate on total capital. 
In such cases the residual earnings available to common stock are propor- 
tionately greater than if the company had been financed by common stock 
only.^ Because of the fixed commitments made by the corporation when 
capital is borrowed, the financial risk of common stock is greater than when 
such methods of financing are not used. Some companies practice ''trading 
on the equity" (i.e., relying on borrowing for the greatest possible propor- 
tion of their capital requirements) as an integral part of their financing 
technique, but the amount of financial risk the common stockholders are 
Willing to assume limits the extent of this practice. 

Equity structure for a business is determined by several factors: (1) the 
nature of a business, (2) the character of capital needs, including ratio of 
fixed to circulating, and (8) the financial risks which it can reasonably aflFord. 
In general, capital which represents long-term investment by the corpora- 
tion, whether fixed or circulating, should be obtained on a long-term basis— 
by stocks, bonds, or other long-term borrowings. Capital required for 
gradual growth, either fixed or circulating, and for gradual retirement of 
fixed obligations, may be supplied from earnings. Short-term needs of 
recurring or fortuitous nature may be financed by bank loans, open-market, 
or other short-term borrowings. 

V Going Concern Value 

V . In order to attract the necessary capital for promotion and organization 

i ; ; of a business enterprise, the venture must possess economic value, or be able 

iv. ; ' ; ■' ® Also, setting up its equity structure to include bonds reduces the cor^joration income 

tax. A capital supplier who invests $2,000 and accepts a stock equity will find that i£ 
earnings are 10 per cent before a corporation income tax o£ 40 per cent, he will get 
; only 6 per cent return, assuming all earnings are paid. If he takes a 10 per cent bond 
for $1,000 and stock for the other- $1,000, he will get an 8 per cent return, assuming all 
. ; earnings are paid- The, difference is* dfie the fact tiiat bond interest is an expense 
deductible from earnings ;ia cobaputing income-tax liability. 




BUSINESS FINANCE 


57T 


to produce goods or services capable of satisfying a demand. Tlie amount 
of capitabwhich will be made available to a new enterprise depends on 
prospective earnings of the company and the price of capital. Because buyers 
of securities have alternative opportunities to use their funds, the prospec- 
tive earnings of a new venture must be sufficient to pay to them the pre- 
vailing rate of interest on virtually risk-free securities (e.g., high-grade 
government bonds) plus a premium commensurate with the risks inherent 
in the particular enterprise. Otherwise, capital will flow into other channels 
where such returns are possible. 

The capital value of a corporation is an amount determined by capitalizing 
expected earnings at a rate high enough to compensate for (1) what might 
be earned on virtually risk-free securities, (2) the risk above this appropriate 
for the nature of the industry, and (3) the risk above or below that for the 
industry appropriate for the particular firm. The amount computed in this 
manner is termed the going-concern mine of the corporation. To illustrate 
the procedure of capitaHzation, suppose that earnings are estimated at 
$100,000 per year, that the prevailing basic interest rate is 2^ per cent, and 
that a premium of 7% per cent is required for the risks inherent in the 
industry and the firm/ The capitalized value of the earnings, or the going- 
concern value, will then be that sum of which $100,000 is 10 per cent— 
$1,000,000. 

Earnings come into being through the management’s use of capital. 
Management is the vitalizing element which transforms the physical assets 
of the corporation into a live and productive organization, so that from the 
complex of fixed and circulating capital will emerge a going concern with 
earning capacity. Therefore, the capitalized value of a successful corpora- 
tions earnings (its going-concern value) should substantially exceed the 
required investment in fixed and circulating capital. 

The going-concern value and the amount of capital required to maintain 
control of needed instruments of production determine the acceptable 
upper and lower limits of total capital. However, corporations are frequently 
found to be over- or undercapitalized. Some concerns are overcapitalized 
from their inception because of an overestimate of prospective earnings, 
whereas others become so as a result of reduced earning power or an 
increase in interest rates. On the otlier hand, some firms are undercapitalized 
in relation to prospective earnings through failure to obtain sufficient ca^Dital 
to provide for fixed and circulating needs either at the time of organization 
or after growth and expansion have occurred. From some points of view, 
any deficiency of capital below the going-concern value can be interpreted 
as indicating undercapitalization., The market values of outstanding securi- 
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ties often indicate the appraisal of buyers as to the redundancy or insufB- 
ciency of capital. When an enterprise is overcapitalized the market value 
of its securities is likely to be below the book value of the equities repre- 
sented by such securities, and vice versa.^ 

FINANCIAL STATEMENTS 

Since the profit motive is the primary aim of business ventures, it is 
necessary periodically to take stock of the value of the business and to 
estimate (business) profits which have been earned. The only way in which 
profits of an enterprise can be computed precisely in terms of money is to 
compare total returns with capital invested after the business is liquidated. 
The sales price of the corporation, less the original and subsequent con- 
tributions of investors, plus all profits and interest ® distributed to suppliers 
of capital, would represent accurately the dollar profits earned during the 
period of its existence. However, administration of income requires that 
periodic estimates be made of earnings in order to determine whether the 
complex of receipts, expenditures, and depreciation of capital assets is 
resulting in a profit commensurate with the invested capital. An estimate 
of earnings is also necessary to appraise the company’s ability to cover fixed 
charges and allow some return to stockholders, as well as to determine what 
distribution of profits can be made in the form of dividends. Finally, a 
periodic evaluation of invested capital is necessary to indicate the degree 
of preservation of owners’ and creditors’ investment. 

Income Stafemenf 

Accountancy furnishes the means of estimating periodic earnings and 
measuring values of property and equity accounts. The income statement— 
commonly called profit-and-loss statement— is a summary of all receipts and 
expenditures flowing through a business as a result of normal operations 
within some chosen period, usually one year. The excess (or deficiency) of 
receipts over expenses chargeable to operations incident to securing such 
receipts is the operating profit (or loss) for the period. 

^ Book value measures the assets of a corporation, minus liabilities other tlian its 
stockholder liabilities. 

^ It should be noted tliat even this estimate of the profit would contain a mixture of 
business and pure profit., The excess of value at liquidation over original cost plus divi- 
dends, etc,, does not; measure pure profit because it is uncorrected for price changes. 
The owners will have made a pure profit if they have secured an amount of money 
which will command more goods and services than did tlieir investment. 


Table 60 COMPARATIVE CONSOLIDATED INCOME ACCOUNT 


Royal Typewriter Company^ Inc., including domestic subsidiary, 
years ended July 3 1 


Net sales 

1944 

$18,758,594 

1943 

$13,303,673 

1940 

$18,781,556 

Cost of sales 

14,825,676 

10,650,205 

9,478,163 

Gross profit on sales 

$ 3,932,919 

$ 

2,653,468 

$ 9,303,393 

Revenue from repairs, etc., net 

2,068,225 


1,071,629 

113,169 

Gross income 

$ 6,001,144 

? 

3,725,097 

$ 9,416,562 

Operating expenses 

4,318,283 


3,288,1 13 

6,460,961 

Operafing profit 

$ 1,682,861 

$ 

463,984 

$ 2,955,601 

Other income 

95,720 


98,291 

43,717 

Total income 

$ 1,778,581 

? 

535,275 

$ 2,999,318 

interest, etc. 

— 


1,907 

3,465 

Other deductions 

— 


.. — 

42,553 

Federal income tax 

722,000 


206,928 

511,849 

Federal excess profits tax 

_ 


— 

— 

Other taxes 

— 


— 

53,698 

Net income 

$ 1,056,581 

? 

326,439 

$ 2,387,753 

Preferred dividends 

263,844 


263,844 

263,882 

Common dividends 

617,821 


805,854 

1,275,935 

Surplus for year 

$ 174,916 


743,259 

$ 847,936 

Previous surplus 

9,157,113 


9,322,628 

6,626,374 

Sundry credits (net) 

37,788 


*^577,744 

- — 

Reserve for contingencies 

— 


■ — ' 

“287,877 

Surplus charges 

— 


— 

7,064 

Stock dividend (common) 

805,854 


— 


Surplus, July 31 

$ 8,563,963 

$ 9,157,113 

$ 7,179,368 


^As reported to SEC in years prior to 1944. 

^’Deficit. 

® includes $481^634 claim for refund on account of federal excess profits taxes for year ended 
July 31, 1942. 

^Provision for possible further losses on investments in and advances to foreign subsidiaries. 
General Note: Earnings from war-materials contracts for years ended July 31, 1942 and 1943, were 
reviewed by War Department and no refund was required. No provision made on account of 
earnings for year ended July 31, 1944, as company deems none to be required. 
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Since all items included in the income statement are taken from the books 
of account in which all transactions are recorded in precise dollar terms, 
the question may be raised as to why the computed profit (or loss) is not 
wholly accurate. The value of a company’s inventory often consists of both 
the original cost of some items and present market values of others, and 
there can be no accurate forecast of what inventory will later sell for; 
altogether, then, after the income statement is drawn up some income esti- 
mates will later prove to be incorrect. Sale of inventory valued at a low 
cost in a period of rising prices, for instance, will tend to overstate current 
profits. The inability to* determine precisely the portion of certain income 
and cost items which are applicable to tlie present period also leads to 
inaccuracies. Estimates of the provisions that must be made out of current 
income for future contingencies like bad debt losses are often incorrect. 
Moreover, the cost of a machine may be depreciated over a ten-year period 
—10 per cent of the cost charged each year— but, if the machine wears 
out or becomes obsolete in five years, profits during those five years have 
been overstated. 

Balance Sheet 

The balance sheet represents a cross-section view of the property of the 
corporation and the structure of equities representing claims of owners and 
creditors in that property; it derives its name from the balance which always 
exists between the property and equities. Tt is based upon the fundamental 
equation: assets (what the firm owns) = liabujtjdes + capital (what the 
firm owes to outsiders and to its owners). The balance sheet items shbw as 
of the date of its preparation the book value of each property and equity 
account. In conti^ast with the income statement, which summarizes the 
results of operations for a given accounting period, the balance sheet gives 
an instantaneous view of the entire business in monetary terms. In preparing 
the balance sheet, adjustments to the property and equity accounts usually 
must be made in addition to those made in the income statement. The 
income statement is concerned only with operations whereas the balance 
sheet valuations depend on nonoperating changes as well. For example, if 
a company suffers the loss of a building through fire, the income statement 
would include an entry covering the depreciation of the building chargeable 
to the given period only,, whereas' the balance sheet will show the necessary 
, reduction in property account due, to writing off of the remainder of the 
building account and the corresponding reduction in the equity accounts— 
capital and surplus. Af the balance^ is affected by inaccuracies of the 
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Royal Typewriter Company, Inc,,, including domestic subsidiary, as of July 31 


'Assets 

1944 

1943 

1940 

Cash 

$ 3,621,290 

$ 2,253,407 

$ 2,580,194 

United State securities 

^2,449,270 

"1, 580, 441 

: 

Drafts and accounts receivable (net) 

1,085,317 

2,324,623 

3,625,727 

Inventories 

4,771,634 

5,098,446 

3,816,422 

Total current assets 

$11,927,51 1 

$11,256,917 

$10,022,343 

Real estate, machinery and 

equipment 

5,868,828 

5,806,777 

5,468,448 

Depreciation 

3,807,082 

3,593,525 

3,219,533 

Net property 

2,061,746 

2,213,252 

2,248,915 

Patents, good will, etc. 

1 

1 

1 

Foreign investments and advances 

10,000 

10,000 

"10,000 

Excess profits tax refund claim 

481,634 

481,634 

— 

Deferred charges 

829,334 

597,525 

355,785 

Total 

$15,310,226 

$14,559,329 . 

$12,637,043 

Uabilifies 

Employees’ withholding tax, etc. 

$ 131,769 

$ 131,838 

, ■ _ . ; 

Accounts payable 

516,481 

548,002 

$ 220,892 

Commissions payable 

15,944 

24,700 

152,701 

Accrued wages, etc. 

171,718 

162,363 

244,750 

Unredeemed coupons 

1Q7,723 

81,817 

35,681 

Federal and state tax reserve 

958,955 

41 5,677 

765,283 

Total current liabilities 

$ 1,902,590 

$ 1,364,398 

$ 1,419,307 

Contingency reserve, etc. 

■ _ 

■ ™ 


7% preferred stock ($100) 

3,769,200 

3,769,200 

3,769,750 

® Common stock 

1,074,472 

268,618 

268,618 

Surplus 

8,563,963 

9,157,113 

7,179,368,. 

Total 

$15,310,226 

$14,559,329 

$12,637,043 

Net current assets 

$10,024,921 

$ 9,892,519 

$ 8,603,036 


^Includes United States tax notes due Sept. 1945: 1944, $447,568: 1943, $603,720. Accounts 
certified by H. E. Bacon & Co. (formerly A. H. Whan & Co.) in 1944, and by A. H. V/han Co. 
in prior years. 

After $287,877 reserve (see income account) provided in 1940fiscal year, 

® Represented by 1,074,472 $1 par shares in 1944, and $268,618 no par shares in prior years* 
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income statement and other nonoperating (capital loss or profit) adjust- 
ments, it must be recognized that the valuations contained in it'' are simply 
estimates. 

In estimating the worth of a business, various concepts with their con- 
comitant principles of valuation may be used. Actual cost, based on prices 
paid— adjusted for actual depreciation depletion, or loss of property, plus 
the excess of receipts over expenditures— yields an historical cost value for 
an enterprise. Valuation on the basis' of replacement cost (based on prices 
currently prevailing) would yield a different set of property and equity 
values. The ordinary balance sheet is usually a compromise between these 
two types of valuations and must be interpreted accordingly. A third method 
of valuation is that of determining going-concern value, and this method 
may yield a total value far different from that obtained by using either 
historical cost or replacement cost 

Comparative Sfafemenfs 

Careful analysis and interpretation of both the balance sheet and income 
statement are necessary for proper administration of corporate activities 
and income and for wise purchases of corporate securities. Management 
must know whether the proper balance is being maintained among asset 
and equity accounts, whether sufficient working capital is available to 
protect the credit standing of the company, whether earnings are commen- 
surate with capital invested, and whether there are acceptable reasons for 
changes which have occurred in the accounts. Statements for the current 
period alone are insuflficient for a complete understanding of the financial 
conditions of a business, and therefore the usual practiGe is to construct 
comparative statements covering the last few years. The analysis of such 
statements indicates growth or decline of a company as well as changes in 
the various balance-sheet and income accounts. A useful adjunct to the com- 
parative statement is the percentage statement which shows the propor- 
tionate distribution of balance-sheet and income totals among the various 
accounts, a device which improves comparability between years. The per- 
centage balance sheet shows the distribution of capital among the various 
asset and equity accounts, whereas the percentage income statement indi- 
cates the relative effects of various income and expense items on the 
realized earnings of the period. 
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FINANCIAl RATIOS 

In addition to the percentage statement, there are certain balance-sheet 
and income ratios which are of considerable assistance in appraising the 
current financial condition of a company. Questions regarding the trend of 
the working capital position, length of the circulating capital cycle, stock- 
holders' equity, investment in plant and equipment, and earning power-all 
may be answered by ratios computed from balance-sheet and income 
accounts. For example, the short-term credit rating is often evaluated by 
the “working capital” and “acid test” ratios. The working capital ratio— 
circulating capital divided by current liabilities— is a measure of the ade- 
quacy of circulating capital, whereas the acid test— ratio of cash and 
receivables to current liabilities— is a measure of the firm's ability to liqui- 
date its current obligations. Such ratios, however, are not infallible criteria, 
for earning power is the ultimate test of a company's ability to meet its 
obligations. Space does not permit a detailed examination of the use and 
limitations of the various financial ratios which are treated fully in standard 
accounting works. It must always be borne in mind that ratios express 
financial relationships which are aids to business judgment— they are only 
supplemental to financial statements. 

BUSINESS FAILURE AND REORGANIZATION 

Many firms suflFer reverses or failure and thus present special problems 
in corporation finance. Some have never enjoyed a chance to succeed, being 
doomed to failure from their inception because of inadequate or improper 
financing or because no economic justification for the venture exists. Some 
firms fail as a result of management's incompetence or malfeasance. Cor- 
porate failure is not an event that occurs overnight, but results rather 
from progressive deterioration of a company’s earning power and financial 
condition. The causes of failure are numerous— inability to operate as efii- 
ciently as competitors, changes in demand for product, overexpansion, 
adverse general business conditions, fortuitous disasters, financial weak- 
nesses, and defects of management. The effects of such causes often go 
unnoticed for a long time until the corporation actually defaults on some 
financial obligation. Default is, however, evidence of the fact that the 
company has failed rather than the cause of failure. If competent man- 
agement recognizes symptoms of impending failure and takes steps to 
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strengthen the financial sti'ucture or improve operations and markets, 
actual failure may be averted. 

Corporate failure may be either economic or legal in character. When 
earning power is insufficient to return the prevailing interest rate on capital 
plus the appropriate premium for risk, a business is an economic failure. 
On the other hand, legal failure occurs only when a corporation is unable 
to meet its financial obligations. 

A company financed witliout bonds may be an economic failure and yet 
continue in business indefinitely without becoming a legal failure. If the 
management has firm control, it may, merely to maintain jobs, continue 
the business even though it does not cover much more than average 
variable cost. It may not cover the annual depreciation or allow anything 
for dividends; it may, in fact, spend reserves and reduce working capital 
in order to continue operation. In such cases, the interest of management 
may conflict with that of stockholders, whose equity is dissipated by con- 
tinued operation at a loss. The stockholders’ recovery would be greater if 
the firm were liquidated before it reached a condition of legal failure. 

Legal failure may be of either a - temporary or permanent nature. 
Frequently films which are technically insolvent in periods of depressed 
business conditions again become solvent with returning prosperity, pro- 
vided they have been able to escape actual default. One device sometimes 
used in this situation is an arrangement for a moratorium— period of delay- 
on some of the obligations. However, where a corporation is forced to 
default on its obligations more drastic action is required. It may be neces- 
sary to enter bankruptcy, with either subsequent reorganization of the 
financial structure or dissolution of the corporation. 

Before 1933, corporate failures usually resulted in considerable loss to all 
investors save those with legally enforceable contractual claims, because 
there was no legal procedure to authorize a reorganization equitable 
for all parties concerned— the corporation, creditors, and stockholders. 

' Often, settlement could be made only through foreclosure and sale of the 
properties because dissenting creditors or stockholders were able to pre- 
vent a reorganization approved by the majority. This meant the dissolution 
of many companies when it was unwarranted and unjustifiable. To correct 
this situation, the Federal Bankruptcy Law was amended in 1933 and 1934 
with the enactment of section 77 and 'section 77B, intended (1) to assure 
proper distribution of proceeds from the sale of assets among all creditors 
so that none would obtain an unfair advantage, and (2) to relieye unfortu- 
nate but honest debtors from 'further obligations. Section 77 specified pro- 
cedures for the reorganization of 'railroads, and its provisions were extended 
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to cover business corporations by section 77B, In 1938, on the basis of four 
years" experience, an improved procedure for reorganization of business cor- 
porations other than railroads was established under Chapter X of the 
Bankruptcy Act 

The procedure as outlined by the present law permits the reorganization 
of many companies which formerly would have had to suffer the stigma of 
bankruptcy and the travail of foreclosure. The law I'equires tlie appointment 
of a trustee after a firm has been adjudged bankrupt by a federal court if 
the liquidated and noncontingent liabilities are above $250,000. The trustee 
is required to prepare a plan of reorganization of the financial structure, 
or alternatively, to demonstrate that successful reorganization would be 
impossible. The plan must set forth the properties of the corporation, the 
allowed claims against the corporation, a proposed new equity structure, 
and the treatment to be accorded all creditors and stockholders— both 
assenting and dissenting. The plan is submitted to the court for approval 
and in certain cases must also be referred to the SEC. It is then submitted 
to the various classes of creditors whose claims have been allowed, and in 
the case of solvent corporations, to stockholders as well. 

Before any plan can be placed in effect it must be acceptable to creditors 
representing two thirds of the amount of each class of indebtedness and 
to a majority of each class of stockholders affected. In such plans of re- 
organization, some alteration or modification of the rights of creditors 
generally or of some class of them is mandatory. There is usually a scaling 
down of fixed charges and issuance of securities with lower priority or less 
certainty of income than those held by the old creditors or stockholders. 
For example, debenture bonds may be issued to replace mortgage bonds, 
preferred stock to replace debenture bonds, common stock to replace pre- 
ferred, etc. Although it may even be necessary to exclude the old common 
stockholders completely, it is generally conceded that they should have 
some rights in the new company and be allowed participation on some basis. 
Unsecured creditors (those without a claim against any specific property) 
are also provided for under this procedure, usually by receiving bonds or 
stock. ^ 

When there are only unsecured claims against the corporation a similar 
if somewhat less formal reorganization is, provided for in Chapter XI of 
the Bankraptcy Act. In all cases, however, reorganization is also subject to 
the state laws as well as to the Federal Bankruptcy Act. 
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THE MARKETING OF CORPORATE SECURITIES 

The market for securities of a newly organized firm is generally somewhat 
restricted because its earning potential is unknown and its standing in the 
business community has not been established. New securities of an estab- 
lished concern may be offered to old security holders, customers, employees, 
private institutions, personal friends of the management, or to the general 
public, whereas the market for securities of the newly organized enterprise 
is often limited to friends of the management and the general public. In 
new stock issues for a going firm, old stockholders are allowed to buy in 
propoition to their present holdings so that they may preserve their equity 
status and relative control and so exercise the fundamental rights of stock 
ownership. Securities are usually offered to customers and employees in 
order to create good will rather than to obtain capital. 

Securities may be offered to prospective buyers by direct sale or through 
an agent, known as an "underwriter,"^ which may be a single investment 
banking house or a syndicate formed by several investment houses. Offer- 
ings to the general public are customarily made through an underwriter. 
A contract is negotiated between the corporation and the underwriter, 
describing the securities and specifications of the sale of the securities, in- 
cluding the compensation to be paid the underwriter. The corporation sells 
the issue to the underwriter at a figure somewhat below the specified 
offering price to the public, and the difference between these two figures 
constitutes the agent’s commission. In some instances coiporations find it 
to their advantage to sell an entire issue to a single institution, such as an 
insurance company, rather than to make a public offering. This type of 
private selling, possessing the advantages of speed and economy, has been 
especially popular since the passage of federal legislation governing the 
sale of securities. 

FEDERAL CONTROL OF SECURITIES 

Before 1933 there was no adequate control over the issuance of securities; 
consequently their sale was sometimes accompanied by widespread fraud 
and misrepresentation. Most of the states had ineffectual "blue-sky laws” 
which attempted to prevent the sale of flagrantly unsound securities repre- 
senting little more than so much 'Tlue sky.” State laws also required 
the filing of certain information on the financial condition of the issuing 
company and in many cases required oflBcial approval of securities before 
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they could be sold. Not only was control of suspect interstate offerings 
generally ineffectual, but also conflicting state requirements hindered the 
marketing of sound issues. Securities were often offered without sufficient 
explanation of the risks involved, or their worth was misrepresented by 
false information. In many instances the advertising was merely mislead- 
ing, but on occasion actual fraud was perpetrated on hapless buyers. These 
conditions in the marketing of securities became progressively worse and 
were a contributing factor to the stock-market crash of 1929. The crash 
brought to light many of the shady practices of some promoters and invest- 
ment banks and stirred the ire of Congress. The result was the enactment 
of a series of federal laws designed to protect the investor from being vic- 
timized by unscrupulous operators. 


Securifies Act of 1933 

The Securities Act of 1933, the first of these laws, was enacted ‘'(1) to 
provide full and fair disclosure to prospective investors of the character of 
new securities or new offerings, and (2) to prevent fraud or misrepresenta- 
tion in the sale of securities, old and new.’’ The intent of the law was not 
to prevent speculation in securities but rather to make sufficient information 
available to let the prospective buyer know whether he was speculating or 
investing in a sound security. For this reason, the law is often referred to 
as the ‘'Truth in Securities Act.” Authority for the legislation derives from 
the rights of Congress, as given in the Constitution, to regulate interstate 
commerce and control the mails. 

To accomplish the first of its stated objectives, the act requires the filing 
of a registration statement with the SEC describing details deemed neces- 
sary to enable the buying public to form an accurate judgment of the value 
of the securities offered. Fiirtheimore, the act requires that a prospectus, 
containing information similar to that in the registration statement, be made 
available when securities are offered to the public. Civil liabilities and 
criminal penalties are imposed for the sale of any securities by means of 
fraud or misrepresentation. The outstanding feature of the act is its pro- 
vision for compulsory registration of all securities (except as specifically 
exempted ®) with the SEC if mail or other interstate commerce channels 

® A partial listing of tlie securities exempted by the act from registration includes 
Arose sold or publicly offered prior to its passage, government securities, securities of 
interstate railroads under the jurisdiction of the Interstate Commerce Commission, securi- 
ties issued by receivers or trustees in bankruptcy, certain securities exchanged with old 
security holders, issues sold wholly to residents of a single state where the issuer does 
• business wholly within that state, and issues amounting to not over $300,000. 
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are used to sell or to offer to buy these securities or to carry the securities 
for sale or delivery after sale. Unless the Commission issues a' stop order, 
the registration becomes effective at the end of a brief waiting period and 
the company can then offer its securities for sale to the public. Responsi- 
bility for registration presumably lies with the issuer, although any seller 
may be liable to a purchaser. 

After registered corporate securities have been initially sold to the public, 
either directly or through an underwriter, they may be freely traded. Trad- 
ing may be carried on by over-the-counter transactions or through an organ- 
ized secondary.market. The outstanding example of secondary markets is the 
New York Stock Exchange, which lists more than two thousand different 
stock and bond issues and which often handles transactions in excess of 
a million shares per day, 

A securities exchange is a market place where buyers and sellers, through 
authorized representatives (brokers), meet to buy and sell securities. A 
security must meet the standards of the exchange before it can be listed, 
and the facilities of the exchange can be used by traders in the security. 
An exchange will accept a security for listing only after the issuer has filed 
detailed infonnation concerning the management, financial condition, and 
operations of the company, although acceptance does not presume the ex- 
changer's approval of the security as an income-earning asset. Furthermore, 
the issuer must agree to conform to the rules of the exchange and to make 
public periodic reports on the financial status of the company. Listing is 
limited to the securities of larger corporations having an active market. 

Transactions involving tire many securities not listed on any exchange 
must be made over-the-counter, by personal contact between buyer and 
seller or through a brokerage house. Many corporations seek to list their 
securities because it increases marketability and therefore enhances the 
value of a security. The sale of new issues is aided by listing even though 
the initial sale cannot be made through an exchange. 

Securities Exchange Act of 1934 

Before 1934, trading in securities was subject to many abuses and un- 
desirable practices by speculators; the prices of individual securities and 
even the level of the whole market were often forced up or down for the 
sake of trading profits. These profits were sometimes made at the expense 
of small and uninformed buyers of securities. False impressions of activity 
were created by such devices as '"wash sales'" or "matched orders,” in which 
;no change in owritohip occurred because the seller of a security matched 
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his sales with purchases. Speculators used such devices to create interest 
in a particUar security and would sell when the ensuing demand forced 
the price up. By creating uneasiness through disseminating false reports, 
speculators were able to force the price of a security down and then to 
purchase it at a low price. The formation of buying or selling pools was 
a common characteristic of the market. Through pooling of a large number 
of shares and using a regulated selling program, the price could often be 
forced down, or conversely—by pooling purchase orders— forced up. In- 
siders within a corporation were often able to buy or sell on the basis of 
advance information concerning corporate actions likely to aflFect prices, 
such as impending increases or passing of dividends. Of course, even with- 
out siich practices it is the nature of trading that as a result of speculation 
the market prices of securities are frequently far out of line with their 
economic value. 

The malpractices of traders and the ineffectiveness of control by the ex- 
changes— and especially the harmful speculation of the late 1920's before 
the crash— led to the passage of the Securities Exchange Act in 1934. The 
purposes of the Securities Exchange Act are to (1) establish federal regu- 
lation over securities exchanges and markets, (2) prevent unfair practices 
on such exchanges and markets, (3) discourage and prevent the use of 
credit in financing excessive speculation in securities, (4) compel corpora- 
tions to furnish adequate information as to securities publicly traded in, 
and (5) control unfair use of information by corporate insiders. 

The Securities and Exchange Commission was created to administer 
the act and was empowered to regulate securities exchanges and markets 
and to prescribe the conduct of corporations in all matters pertaining to 
their securities. The act prohibits certain specified practices and types of 
transactions, requires the supplying of detailed information, and estab- 
lishes control over manipulative practices and devices, e.g., short sales. 

Since excessive speculation is often financed largely by bank loans, the 
act empowers the Board of Governors of the Federal Reserve System to 
establish, and alter margin requirements— the amount of credit allowed 
in purchasing securities listed on a national exchange— and to control the 
lending of money on securities by member banks; it also imposes limitations 
on borrowing by exchange members, brokers, and dealers. To minimize 
the advantage accruing to large owners, directors, and oflScers, certain 
restrictions are placed on buying and selling of a firnTs securities by its 
insiders. The Commission is also authorized to establish rules and regu- 
lations governing the solicitation of proxies. 
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Other Resfricfive Legislation 

Witli the passage of the Trust Indenture Act of lOSQ, the SEC was 
granted authority over contracts under which bonds are issued. The act 
specifies what information must be included in an indenture, establishes 
eligibility standards for the trustee, and outlines his duties and responsi- 
bilities. Registration cannot become effective for securities covered by the 
act unless the indenture meets the prescribed standards. 

Effect of Federal Legislation 

Federal control of corporate financing and the marketing of securities 
has on the whole achieved salutary results in business finance. The pro- 
visions of law which require full disclosure of corporate affairs and financial 
condition have led to improved accounting and the issuance of more in- 
telligible corporate financial statements. This has been valuable to both the 
investing public and the corporation by focusing attention on the sound- 
ness of the company’s financial stmctuiu. In some cases the preparation 
of required reports has disclosed financial weaknesses which otherwise 
might have gone unnoticed and consequently has led to corrections. 

Since the various acts were designed not to eliminate speculation but 
rather to control it, they have abolished many evils in trading and have 
made the exchanges more nearly fulfill their primary function as a free 
market place for buyers and sellers. Powers of control vested in the SEC 
and in the Federal Reserve authoidties operate to curb violent fluctuations 
in market prices, although price trends based on economic factors will pre- 
vail in spite of regulation. Furthermore, although security buyers are pro- 
tected against fraud and presumably given sufficient information to ap- 
praise the soundness of securities, the law does not actually protect the 
buyer from purchasing unsound securities since no guarantee is given con- 
cerning their investment qualities. The law simply requires that a security 
be described without misrepresentation, and by this provision some cor- 
porations are discouraged from any attempt to sell worthless or grossly 
overpriced securities. In general, however, buyers feel greater confidence 
in new securities offered for sale, and this in turn simplifies the issuer s 
problem of marketing them. The fact that a security can meet the require- 
ments for registration and listing on an exchange tends to enhance its 
marketability and render it more acceptable to buyers. 

Despite its salutary effects federal control over corporate financing and 
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securities markets is not without its disadvantages. Much criticism has been 
directed against the delays caused by the waiting period and the costliness 
of registration; to avoid this many companies have been driven to private 
placement of their securities. In the case of small issues the cost of meeting 
the requirements of the law is proportionately greater than for large ones. 
Originally all issues over $100,000 had to be registered, but experience 
proved this to be too stringent, so the exemption limit was recently raised 
to $300,000. The waiting period is a twilight zone of enforced inactivity 
during which certain information regarding new issues can be circulated 
but no offers to buy or sell can be made. Confusion is sometimes created 
by the differences between federal and state laws and by the conflict in 
jurisdiction among such regulatory agencies as the SEC, Interstate Com- 
merce Commission, Federal Power Commission, and state utility com- 
missions. 


CHAPTER 27 

Concentration and Regufation o f Industry 


! In recent times, and especially since the 1870"s, considerable attention 
has been centered on economic concentration—the aggregation of economic 
resources by the largest firms. This attention is attested by ’ numerous laws 
now on the statute books, to be described below, and by a continuing pro- 
j gram conducted by some branches of the Federal government to encourage 

^ spiaH business or to break up corporate giants. 

; A thorough investigation of economic concentration was conducted by 

^ a special committee of Congress from 1938 to 1941, called the Temporary 

; National Economic Committee (TNEC). Its economic studies indicate 

' that there exists a high degree of concentration according to the usual 

I standards of measurement: (1) number of firms in an industry, (2) control 

; of assets and income, or (3) dominant position of one or a few firms with 

; respect to output and employment^ 

f 1 Temporary National Economic Committee, Competition and Monopoly in American 

1 Industry^ Washington, 1940. 
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Eiglity-seven per cent of the corporate assets of all corporations report- 
ing to the Bureau of Internal Revenue in 1935 were owned less than 
5 per cent of the companies filing such returns, and less than 4 per cent of 
them received 84 per cent of all corporate net income. Of all the corpora- 
tions reporting from every part of the country, of 1 por cent of them 
owned 52 per cent of the total assets and earned 50 per cent of the total 
net income. A report of the National Resources Committee indicates that 
the 200 largest nonfinancial corporations owned 57 per cent of the assets 
of all such firms in 1939, as compared to 49.4 per cent in 1929. These data 
show that ownership of corporate property and control of corporate in- 
come are now concentrated in the hands of a relatively small number 
of giant corporations. However, some reduction in the extent of concen- 
tration in manufacturing is evident when 1946 is compared with 1939.“ 

In output, the 200 largest manufacturing concerns produced in 1935 
over one third, by value, of the total output of all manufacturing concerns. 
Of the 275 industries listed by the Census of Manufactures, there were 29 
industiies in which the 4 largest firms accounted for over 75 per cent of the 
total output, 45 in which the 4 largest firms accounted for over 66 per cent, 
and 87 in which the 4 largest accounted for over 50 per cent of the total. 
In the same list of 275, there were 4 large industries, 10 medium-sized and 
117 small ones, where the 8 largest firms employed more than 50 per cent 
of all worlcers engaged in the industry. 

Since one particular item is frequently produced by only a few of the 
members of an industry, the extent of control over an individual commodity 
may often be greater than that indicated by industry-wide studies. Data 
on 1,807 different products taken from the Census of Manufactures for 
1937 indicated that over 85 per cent of the total output was concentrated 
in the hands of the 4 largest firms, who were furthermore engaged in the 
manufacture of over 25 per cent of the total number of the products. In 
the case of 291 of the listed products, a single leading producer accounted 
for from 50 to 75 per cent of the total output. 

In the field of marketing, concentration exists to a lesser degree than in 
manufacturing. Nevertheless, there has been a significant trend toward 
large-scale merchandising in recent years, as evidenced by the fact that 
the list of the 250 largest corporations in the United States in 1935 included 
9 trading companies. The concentration , of power in this field has not 
advanced far, however, since independent merchants, each with a single 

.^See Survey of Current Uiiited States Department of Commerce, November, 

1947. .7 . ,7 ■ ' 
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store, owned nine tenths of the retail outlets and made two thirds of the 
sales ill 1935. 

Some reasons for interest in— and usually hostility to— concentration are 
the belief that large firms restrict competition to the disadvantage of buy- 
ers and competitors, and the fear that the economic power of large con- 
cerns will be utilized to influence government. American economic history 
affords enough cases to justify these fears in some measure. Opposition also 
stems from the tradition of initiative, enterprise, and independence of the 
American people rooted in the history of the frontier. Reaction, against 
concentration is therefore partly the expression of a protest against the 
change from an expanding agricultural civilization to modern industrialism. 

The problem of concentration is a perplexing one, for bigness in busi- 
ness— as in labor unions— produces mixed results. The large-scale producer 
is frequently more efficient in some lines of production than the small-scale 
producer. Large firms usually pay higher wages and salaries and provide 
better working conditions and security benefits for employees than their 
smaller competitors. 

Despite these conceded advantages for workers, investors, and the total 
economy, big business is the object of attack from all sides. Labor leaders 
are fond of stressing the evils of monopoly in business, and justify monopo- 
listic practices of unions on the ground that they are necessary to combat 
the power of big business. Farmers traditionally have opposed the financial 
power of large industries. The Populist party of the late nineteenth century 
attacked 'Wall Street” as the consummate evil in the American economy. 
Small business in general has shared tliis view, looking upon big business 
as a threat to its continued existence. This actual or latent hostility finds 
expression in the political trends of the twentieth century, and was brought 
to a climax in the restrictve legislation of the New Deal administration. 

The growtli of big business raises a fundamental issue relating to the 
operation of the national economy. Among them, two or three hundred 
corporations wield enormous economic ppwer. When powder is great, the 
many who do not share in its control must trust the wisdom and good will 
of the few^ who do. In contrast to this situation, the economy has tradi- 
tionally been viewed as competitive, composed throughout of small pro- 
ducep in competition with each other, each exerting only a small influence 
on production, price, and income. Market influences— price-cost-profit rela- 
tionships— keep small producers in line. This process can be regarded as 
self-regulative and more or less automatic. 

The danger that concentration of economic power will lead to exploita- 
tion of the public, in terms of the prices charged for goods or the prices 
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paid to suppliers of materials and productive services, poses the problem of 
controlling monopoly and monopolistic practices. It is seldom clear, how- 
ever, whether gigantic size is an unmixed evil. It was recognized in some 
of the earliest attempts to regulate monopoly that the existence of monopoly 
in some fields is unavoidable. Thus, the railroads, grain elevators, and 
similar businesses were recognized as 'haturaF monopolies and were placed 
under control to assure their operation in the public interest. When the 
Sherman Act was passed in 1890 to outlaw monopolistic agreements, regu- 
lation became concerned with breaking up the combinations which caused 
concentration. Later legislation restricted some of the practices most com- 
monly used by business to build up monopoly power. Some New Deal 
legislation resulted in government-owned electric power production and 
distribution facilities with the ostensible design of providing a "yardstick'' 
of government competition with which to measure the performance of 
already regulated monopolies. In the case of labor unions, however, gov- 
ernmental policy was directed towards encouraging the degree of monop- 
oly power inherent in union organization, and the right of labor to organize 
has been accorded the protection of the Federal government since 1933. 

Despite the many foims it has taken, however, government efforts to 
prevent business monopolies have generally been directed toward chang- 
ing the conditions under which the businesses operate. Outside the field 
of public-utility regulation,^ the control exercised has not prescribed prices, 
which constitute the heart of business contracts. Control of monopoly has 
instead been directed at the conditions under which contracts may be made, 
thus pennitting a wide variety of alternative choices to be made by the 
firms subject to regulation. Regulation of competitive industries like agri- 
culture, on the other hand, has been motivated by the desire to raise prices 
for specific commodities and has been directed at the price itself. Public 
attitude toward the proper sphere of government action helps to explain 
the difference of approach. Government control of prices was unthinkable 
when industrial monopoly became the target of legislation in the latter 
part of the nineteenth and the first part of the twentietli centuries. But 
by 1930 many of the inhibitions against such control had been removed, 
especially when farm prices came under legislative influences. 

ECONOMIES OF SIZE 

The American antimonopoly policy is still rooted in its nineteenth-cen- 
tury origins, and could be expected to change as new techniques and 

3 See Chap. 30. 
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new attitudes are brought to bear upon it. A major change in attitude 
has to do \Vith the question whether bigness itself necessarily results in 
an uneconomic use of resources and in abnormally high prices for the 
products produced by the largest concerns. 


True Economies vs. Monopoly Profits 

Mass production, as a result of specialization of labor, employment of 
machines, and spreading of overhead expense, results in lowered unit costs 
of production. The reduced costs permit lower selling prices which may 
be, and usually are, reflected in an enlarged volume of sales, as might be 
expected from the usual characteristics of demand schedules. In this man- 
ner the economies of large-scale production, where they occur, contribute 
to a higher standard of living. There is, however, an optimum production 
level beyond which average, as well as marginal, costs of production tend 
to increase as larger plants are built; expansion of size beyond that point 
becomes less economical. 

The profit motive is the impelling reason for the expansion of individual 
firms, just as it is for all business activity. Expansion up to a point pro- 
vides the means of earning greater profits through the economies of larger 
scale operation. The existence of high profits, however, is not necessarily 
proof that a firm is economical or efficient in operation since it may enjoy 
monopoly power. In general, maximum monopoly profits are realized on 
an output smaller than that which would yield the lowest cost of produc- 
tion. Under such conditions the full advantages of large-scale operations 
are denied to the economy as a whole. If the products in question could 
be produced under conditions of pure competition without sacrifice of 
technological advantages, the public would benefit by the removal of 
monopolistic influences. In many cases, however, this is not possible; sev- 
eral big units are often more efficient than a large number of small units. 

Economies of Large-Scale Operafions 

Large firms, whether competitive or monopolistic, enjoy certain advan- 
tages denied smaller ones. It is only the large firm which is able to take 
full advantage of the economies of specialization and division of labor. 
High-volume production permits long-range planning and permits a degree 
of diversification sufficient to provide continuous operation, eliminating to 
some degree the alternate periods of activity and idleness which so often 
characterize the small specialized business. Mass production methods, as 
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exemplified by assembly-line techniques, permit the breakdown of pro- 
duction work into routine tasks and assigmlierit of these tasks '’to workmen 
on a full-time basis. This enables the laborer to become skilled at his par- 
ticular task and contributes to the increased productivity of labor, thus 
reducing costs of production. Ccntinuity of operation through diversifica- 
tion and large-scale output make possible the use of specialized machineiy^, 
thereby lowering the unit cost of production. 

The large firm, tlirough its ability to purchase in large quantities and 
to space its orders so tliat they fit in advantageously with the suppliers’ 
own production schedules, can effect substantial economies in its purchase 
' ‘ of materials and supplies. Utilization of by-products is a further economy 

often denied the small firm. In some industries, notably the meat-packing 
industry, the margin between cost and selling price is so slight that full 
utilization of by-products is ordinarily necessary in order to show a profit 
on operations. Furthermore, the large firm is usually better able to pay 
the salaries required to attract outstanding men who possess high man- 
agerial ability; and it can also afford costly experimentation and research 
which may lead to improvement of product, discovery of more advanta- 
geous marketing methods, and lowering of production costs. While it would 
appear to be physically possible for a combination of small firms to achieve, 
through co-operative efforts, many of the advantages of large firms, as a 
practical matter such co-operation is seldom realized. A major obstacle to 
such co-operation is the individualistic nature of the entrepreneur in most 
small firms. 

Large-scale operation, however, is not without its disadvantages, par- 
ticularly its comparative inflexibility. Because of its size the large firm 
'i necessitates the delegation of authority as well as establishment of routine 

• ; operations. The delegation of authority entails rules and regulations that 

i; often prove cumbersome when contingencies arise. Moreover, routines set 

;i; up in production or marketing are likely to be retained even after they 

become manifestly inefficient, because a change on a large scale is regarded 
as costly or difficult. Mere size may engender inertia unless there is active 
competition in an industry. In its financial structure, the heavy investment 
of the large firm in fixed assets imposes fixed charges that may prove a 
hardship during periods of depression or whenever production is slackened. 

Economies of Combinafion 

;; The combination of several firms for the purpose of effecting economies 
or ^gaihing mutual advantages in production and marketing is a common 
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means of obtaining large-scale business operation. Combination may be 
effected thr&ugh the merging of firms at the same stage of mdnstxy— hori- 
zontal combination— 01 the uniting of different stages of y^rodnction— vertical 
combination. A combination embracing several automobile assembly plants ^ 
(General Motors) or grocery product manufacturing plants (General Foods) 
is of tlie horizontal type; one including iron and coal mines, smelting plants, 
and rolling mills (United States Steel) is of the vertical type. 

A horizontal combination results in tire elimination of certain costs and 
a reduction in some others. If the combined firms are located in widely 
separated areas, merchandise can be delivered from several points of 
production, thus reducing transportation costs. Consolidation of selling, 
purchasing, engineering, and research staffs effects a further reduction in 
expenses both directly and in more efficient operation. Another economy, 
important in periods of low or declining output, can be achieved by oper- 
ating the more efficient or strategically located units at or near their opti- 
mum capacity and closing the other plants. 

Vertical combination co-ordinates manufacturing processes at various 
levels. This co-ordination is reflected in lowered pToduction costs and 
steadier employment throughout the industry. By control of firms at a 
lower stage of production, a continuous supply of materials is provided to 
meet the requirements of each successive stage, thereby necessitating only 
a minimum inventory. The integration of firms eliminates the need for 
selling and advertising expense at intermediate stages, it also avoids com- 
petition in the purchase of raw materials and component parts, thus effect- 
ing worth-while savings in so far as it permits more stable production. (Too 
often, however, it results in monopsonistic buying.) When the ‘'end firm” 
is engaged in the production of a commodity for which the demand is 
relatively constant, integration is advantageous to the firms in the lower 
stages of production because it gives them an assured marhet. 

The full advantages of large-scale production, however, cannot always 
be attained through combination. The economies of horizontal combination 
are limited b)^ the extent of product differentiation among the previously 
separate finns. For example, when a brand has been previously well estab- 
lished it may be difiicult, even unwise, to discontinue its production. In 
the case of a vertical combination, finns at the lower stages of production 
are dependent on successful marketing of the commodity produced by the 
firm at the highest stage. When sales of the final product fluctuate widely 
the effects are felt tliroughout the entire organization because the firms at 
lower stages have no other outlet. This is one of the principal disadvan- 
tages of integration. During depressions, an integrated organization may 
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not be able to take full advantage of prevailing low market prices on 
materials because it must hold together its own organization ' for supply- 
ing raw materials, even if this means paying prices above the market. It 
6 is almost impossible to arrange production schedules for all firms within 
the combination so that either excess capacity or insufiicient production 
will not be encountered at some stage. The optimum rate of production 
may be higher or lower for firms at different ^stages than the rate necessary 
to assure the optimum rate of production for the finished product. 

Economies of Monopoly 

The economies so frequently attributed to monopolies are merely those 
of large-scale business. Most of the outstanding monopolies are large-scale 
enterprises, although great size is not requisite to monopoly control. Monop- 
oly is dependent on the extent of control of the market rather than on 
absolute size of firm. The concessionaire who has the exclusive right to 
vend refreshments in a park enjoys a monopoly j'ust as surely as does the 
company furnishing ; transportation service to a city. 

Certain economies might be available to the monopolist as a result of 
his control of the market. He is able to avoid duplication of production and 
marketing facilities. Monopoly also permits gi’eater standardization of 
product and elimination of competitive advertising costs, although of course 
advertising designed to increase consumption may be continued. Under 
monopoly conditions the costs of a product might be reduced below the 
level which would prevail under competition, and if a decrease in selling 
prices ensued, monopoly would then contribute to consumer welfare. 
These possible economies, however, are more than likely to be outweighed 
by the lack of competitive pressure to lower costs. The competitive pro- 
ducer is constantly compelled to lower his costs; the monopolist may be- 
come sluggish, and produce at higher costs, through lack of competitive 
compulsion. 

From the public viewpoint, monopoly is undesirable. Through his control 
of the market the monopolist may sell at a price higher than that w^hich 
would have been established under competitive conditions. Output is held 
by monopolists to those amounts which can be sold at predetermined prices 
calculated to maximize profits. These conditions tend to result in ineflficient 
operations and less than full utilization of economic resources. As monopoly 
spreads throughout industry, the field of free enterprise diminishes, business 
activity becomes less self -regulatory, and governmental regulation becomes 
necessary. 
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TECHNIQUES FOR CONCENTRATING CONTROL 

Concentration of industry may be achieved by the expansion of a single 
firm, the combination of competing ones, or by means of either formal or 
informal agreements. In an expanding industry one firm may become domi- 
nant by increasing its share of the total market without any change in the 
number or ownership of competing firms. When control is achieved i» this 
manner, and without the use of unfair trade practices, it does not appear 
to be in violation of the antitrust acts. * 

Ownerships 

The holding company constitutes a means of obtaining control over a 
vast quantity of corporate assets by a relatively small investment in com- 
mon stock of the parent company. In some cases the holding company 
purchases only enough common stock of operating companies to ensure 
control, whereas in other cases complete ownership is effected by purchase 
of stock or by exchange of holding-company securities for those of the 
operating companies. Those who controT a firm with a small total invest- 
ment in the holding company may retain control by issuing nonvoting 
securities in exchange to stockholders of the operating companies. 

The holding-company device has been widely used in the public-utility 
'field and has resulted in the formation of large organizations with subsidi- 
aries operating throughout the country. This method of combination has also 
been used in the industrial field to form some of the largest corporations, 
such as General Motors Corporation and United States Steel Corporation. 
Holding-company combinations affect competition variously, depending 
on the extent to which operations are consolidated, the extent to wliich 
uniform policies are established for all subsidiaries, and the proportion 
of total output represented by consolidated companies. The legality of 
such combinations depends on the degree to which competition is lessened 
among the member firms as well as tlie extent of control of the industry 
as a whole achieved by the combination. 

In the trusteeship (a device used in the 1870"s and 1880’s), authority 
was delegated by the stockholders of various firms to a board of trustees, 
who in turn controlled the policies and operations of all the member fibrms. 
It was this device, first used by the Rockefeller interests in the oil industry, 
which gave the name "'trust” to large monopolistic business combinations, 
Such a scheme was effective only when there was a high degree of uni- 
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formity among the various firms with respect to policies and operations. 
This arrangement, however, violates both the antitrust laws ^nd also the 
statutes governing corporations, since corporation charters do not permit 
redelegation of authority originally granted to stockholders. 

A single firm may gain control of an industry by outright purchase of 
tlie assets or stock of other firms without the formation of a separate hold- 
ing company. Outright purchase results in a complete merger of all firms 
and consequently absolute control of operations. In some instances preda- 
tory tactics have been employed to force competitors to sell, as in the for- 
mation of the original Standard Oil Company (which was later forced by 
court action to split up into several companies). 

Ownership of patent rights on basic machinery or production techniques, 
or ownership of trade-marks, may give the owner so great an advantage 
that other firms are unable to compete. Patents are of course sometimes 
licensed to other firms. In granting a license to use its patents, the owner 
may partly govern the activities of licensees. However, tying contracts 
which tend to lessen competition— such as agreements prohibiting a lessee 
from using or dealing in commodities of a competitor of the lessor— are 
illegal under the Clayton Act of 1914. After tire expiration of an original 
patent, control may be continued through patents on improvements to 
machines or processes without which competing firms could not profitably 
continue production. In a similar manner the establishment of a strong 
consumer preference for branded merchandise bestows a high degree of 
control on the owner of a brand name. Thus one of the effects of the 
federal patent law, which was designed to encourage invention by reward- 
ing ingenuity, is to place the government in the anomalous position of 
making monopoHzation easier. 

Trade Associations 

The trade association is an organization created exclusively for service 
to the members of an industry. Since membership is wholly voluntary, the 
association is likely to be strong only when its measures or policies are 
popular with members of an industry. Many of the activities of the trade 
associations are legitimate under present laws and tend to improve compe- 
tition and benefit the public.. Promotion of research, aid in settlement of 
labor disputes, representation of the industry in public negotiations, collec- 
tion and dissemination of statistical information, and recommendations to 
improve operating procedures— all are within the law and of value to the 
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industry. Other activities, such as publication of prices in advance of the 
time when commodities are sold, and the establishment and administration 
of marketing and production quotas, are considered as violations of anti- 
trust laws, although even in their legal activities trade associations may 
cause uniformity of operations and pricing among their members. 

The pronouncement of the ^rule of reason ' by the Supreme Court, in 
1911, indicating that interpretation of the laws did not prevent all forms of 
co-operation between competing companies, gave rise to a rapid increase 
in the formation of trade associations. During World War I, a further im- 
petus to trade associations was engendered by the War Industries Board 
in its appeal to associations for assistance in maximizing the production of 
necessary war goods. The conditions resulting in the National Industrial 
Recovery Act and the productiori programs of World War II offered an 
even greater opportunity for trade-association growth. The need for close 
contact between government and industry demanded spokesmen for indus- 
try; this function was delegated to the associations as a general practice, 
particularly with respect to prablems of production and price control. 

It was, of course, during the life of the NRA that trade-association activity 
skyrocketed to an all-time high level. Under the NRA, formulation and 
administration of industry codes were entrusted to trade associations in 
those industries where competent associations existed. Administration of 
codes encompassed price control, allocation of markets, and establishment 
of production quotas. In many cases there was a restriction, of output for 
the purpose of obtaining higher prices, deemed necessary for recovery from 
the effects of the depression. To a large extent antitrust enforcement was 
suspended during this period. 

Informal Arrangemenfs 

Concentration of power may also be achieved through less formal de- 
vices, such as interlocking directorates or price leadership. When a few 
individuals become directors of several companies operating within the 
same industry, their control may be practically as complete as if a holding 
company or trust form of combination were in effect. Interlocking direc- 
torates which tend to lessen competition violate the Clayton Act. 

When one company becomes outstanding in the manufacture of a prod- 
uct, all other companies may voluntarily elect to follow’^ its leadership. A 
conspicuous example is the price leadership enjoyed by the United States 
Steel Corporation. Many firms delay their pricing until United States Steel 
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publishes its price list and then adopt its figures for their products. Al- 
though such pricing is on a strictly voluntary basis, the procedure has re- 
sulted in prices as uniform as if there had been an actual agreement among 
the competing firms to abolish price differentials. The practice of quoting 
delivered prices from established basing points also leads to uniform prices 
within an area. This system has been used in the steel industry, with United 
States Steel again as the leader, and in many other industiies. When mem- 
bers of an industry quote the same prices from the same basing points, 
competition will become a matter of salesmanship rather than of price. 

REGULATION OF COMPETITION 

Toward the end of the last century the American public began to be 
alarmed at the growth of large industrial empires and demanded that the 
government act to preserve free enterprise. Public opinion became so 
aroused that both major political parties, in their platforms of 1888, asserted 
their opposition to monopolies and monopolistic practices. It was prac- 
tically assured that legislation to curb monopolies and unfair trade practices 
would be passed by Congress regardless of which party won the election. 

The Sherman Antitrust Act was passed in 1890 with the object of elimi- 
nating monopoly and restraints of competition. Twenty years later it was 
evident that the law was inadequate for the complex industrial problems 
which were developing. Cases tried under the act clearly indicated that 
preventive ratlier than corrective treatment was required. 'Consequently, 
the Clayton Act was passed in 1914 to render illegal certain devices by 
which concentration of economic power is made possible. In the same year 
the Federal Trade. Commission Act was passed, establishing the Federal 
Trade Commission as an agency to investigate antitrust cases and complaints 
of unfair trade practices, and to assist the Department of Justice in prosecu- 
tion of antitrust suits. The Commission was also empowered to issue orders 
prohibiting practices considered to be unfair and detrimental to the econ- 
omy. Since 1914, there have been two important additions to the statutes 
governing competition, the Robinson-Patman Act of 1936, and the Miller- 
Tydings Act of 1937. The former represents an attempt to prevent favoritism 
and discrimination among customers; the latter sanctions state price-main- 
tenance laws, which permit manufacturers to enter into contracts requir- 
ing dealers to comply with minimum resale prices established by the 
manufacturers. 
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Sherman Act 

This law represented an effort to incorporate into the statutes common 
law precepts regarding restraint of trade. The act declares to be illegal 
''every contract, combination in the form of trust or otherwise, or con- 
spiracy, in restraint of trade or commerce among the several States, or with 
foreign nations.” It further declares that ‘'every person who shall monopo- 
lize, or attempt to monopolize, or combine or conspire with any other per- 
son or persons, to monopolize any part of the trade or commerce among 
the several States, or with foreign nations, shall be deemed guilty of a mis- 
demeanor.” Federal courts were opened to the government or individuals 
seeking redress against those engaged in unfair or monopolistic practices; 
and penalties, including imprisonment, were provided for violations. 

In enforcing the law the Attorney General may bring criminal or civil 
suit against violators or file condemnation proceedings to seize property 
owned by a combination engaged in interstate commerce. Criminal actions 
are employed as a punitive measure and are intended as a deterrent to 
wrongdoings on the part of individuals; Civil suits are intended to prevent 
and restrain violations and to restore competitive conditions. Under such 
civil suits there are three remedial courses available— injunction, dissolu- 
tion, or consent decrees. By the consent decree, which has become increas- 
ingly important in recent years, the defendant accepts the court order in 
lieu of long and costly trial proceedings, the substance of the decree usually 
being prepared on the basis of negotiations between the Department of 
Justice and the defendant Private suits may also be brought against vio- 
lators of the law for the purpose of obtaining damages or an injunction 
against continuation of unfair practices. 

Responsibility for initiating actions and for prosecuting cases under the 
law is vested in the Antitrust Division of tlie Department of Justice, In 
actual practice, the division has never had an adequate staff or ample 
appropriations for its enforcement program. It has furthermore been ham- 
pered by inability to obtain accurate factual information on suspected 
activities as well as competent witnesses willing to testify in court. As a 
result, the government has been characterized as possessing a “big act but 
a little stick” with respect to unfair trade practices. 

Under the copimon law all arrangements, of whatever sort, which tend 
unreasonably to restrain full and free competition are unenforceable. The 
federal antitrust act outlawed all such arrangements, but since the . act 
does not contain a definition of unfair practices the question soon arose as 
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to wliat constitutes a restraint of competition. Consequently, in applying 
the act, the 'rule of reason” became an important consideration and is in 
some cases the compelling factor governing court decisions. Under die 
"rule of reason,'’ the antitrust act is interpreted as outlawing only those 
restraints of trade which are deemed “unreasonable.” Such an interpreta- 
tion has focused attention on the methods for restricting freedom of traders, 
curtailing output, and unduly enhancing prices. 

Before 1911, the courts interpreted the statute quite literally, laying stress 
on the language which outlawed “every” restraint of'trade, and for twenty 
years after passage of the act the rule of reason was not applied to anti- 
trust cases. Mr. Justice Taft, in the decision on Addystone Pipe case in 
1898, held that the rule of reason could apply only in the case of ancillary 
restraints to competition. Chief Justice White, however, in rendering the 
decision in the Standard Oil case in 1911, ii|voked the rule of reason and it 
has been generally accepted since that time, although with a variety of 
meanings. The application of the rule has injected a great deal of flexibility 
into decisions on antitrust cases by impelling a consideration of the motives 
and purposes of the defendant in each particular case. It has also encour- 
aged the Court to appraise in each case the possible alternatives to existing 
business organizations and arrangements, for it is recognized that the effects 
of abolishing existing practices may be more detrimental to the economy 
than the disadvantages resulting from their continuation. 

In 1895, five years after tlie passage of the Sherman Act, the first case 
reached the Supreme Court, and the decision rendered in it clearly indi- 
cated that many of the prevailing undesirable practices could not be re- 
moved through application of the law. In this case the American Sugar 
Refining Company of New Jersey had purchased refineries in Philadelphia 
and had obtained control of about 98 per cent of the sugar-refining capacity 
of the country. The Sugar Trust had been formed through transfers of 
stock which brought under one consolidated company a practical monopoly 
of the industry. Production was controlled and prices had been increased. 
Nevertheless, the Court ruled, in effect, that a monopoly in manufacture 
of sugar does not constitute a monopoly in interstate commerce and there- 
fore is not within tlie scope of the Sherman Act. Interstate commerce was 
narrowly conceived to exclude, activities not directly associated with the 
physical movement of goods over state lines. This decision meant that 
manufacturing and mining operations were practically exempt from the 
act and indicated that, so long as this interpretation prevailed, industrial 
mergers were not subject to prosecution. Not until Theodore Roosevelt 



CONCENTRATfON AND REGULATION OF INDUSTRY 599 

initiated a "^trust-busting” campaign did it appear that the act might become 
a weapon against large industrial combinations. 

Among the early cases attracting considerable attention, the Northern 
Securities case (1904), the Standard Oil case (1911), and the American 
Tobacco Company case (1911) were probably most significant The North- 
ern Securities Company case concerned a holding company formed to com- 
bine two parallel and supposedly competing railroads— the Great Northern 
and the Northern Pacific. The decision in this case ordered the dissolution 
of the holding company and represented the first time that a holding 
company was considered to be an illegal device for restraining competition. 

The Standard Oil Company had obtained a virtual monopoly of distribu- 
tion and marketing of petroleum products at the time its case was presented. 
Although the company had no monopoly over production of crude oil, it 
had been able to obtain control over from 85 to 90 per cent of the refining 
business by directing distribution through monopoly of pipe lines and 
discriminatory freight rates. Impartial study of this case clearly indicates 
that the dominance of Standard Oil did" not result from efficient manage- 
ment and economic operation, but rather from its predatory practices, 
freight discrimination, and other unfair methods of competition. The record 
plainly showed intent to capture control of the industry. The Court declared 
that the methods of obtaining control were illegal, condemned the monop- 
oly, and ordered dissolution of the company. The decision was concerned 
more with the intent to monopolize than with the actual monopoly con- 
ditions per se. 

The American Tobacco Company case was in many respects similar, 
although the actual methods used to gain monopoly power were different. 
The Court again issued a decree ordering dissolution. Whereas in the 
earlier days emphasis had been laid on a literal interpretation of the law 
and on whether or not an arrangement affecting interstate commerce had 
been formed, the tendency now was to stress unfair practices and applica- 
tion of the rule of reason. Thus the way was being opened for passage of 
the Clayton Act. 

The United States Steel case (1920) resulted in an important decision 
although it was decided by the margin of only one vote. The corporation 
—a holding company— had been organized in 1901 to acquire stock in 12 
operating companies. The combination was vertical, covering all stages of 
steel production. The Court found that one of the purposes of the com- 
bination was monopolization of the industry, but this goal had never been 
reached and competition had continued to exist at all times. Price competi- 
tion had been avoided by pooling agreements in the earlier years and later 



600 MANAGEMENT AND CONTROL OF ECONOMIC RESOURCES 

by mutual understanding with other firms. The company was apparently 
following a policy of 'live and let live -to the extent that independents 
were kept in line by agreement. The Court was not influenced to outlaw 
the combination because the holding-company device had been used and 
condoned the intent to monopolize because it had failed to materialize. 
In fact, at the time of the suit the proportion of total output controlled by 
United States Steel was lower than in earlier years. The Courfs decision 
strongly implied that "mere size'" and the existence of powers not used were 
insuflScient grounds for dissolution. Substantial evidence was presented by 
the company, competitors, and customers to show that vigorous competition 
actually did exist. It was apparently the view of the Cojirt that the company 
had seen the error of attempting a monopoly and had mended its ways, and 
that, although it exercised price leadership to a high degree, no competitor 
was forced to follow prices quoted by United States Steel. With respect to 
the size of an individual unit, the Court was convinced that the Sherman 
Act did not make great size illegal 

The Clayton Act 

As the devices by which unfair competition were attained became promi- 
nently recognized in the suits under the Sherman Antitrust Act, it became 
evident that the law should be made more specific. Accordingly, the Clayton 
Act was passed in 1914 to prevent the use of holding companies and of 
interlocking directorates ds metliods of monopolization. The act also speci- 
fied certain trade practices as unfair and illegal, in particular, price dis- 
crimination and tying contracts which bind the buyer to observe practices 
that tend to dimmish competition. 

Federal Trade Commission 

The Federal Trade Commission was established to investigate complaints 
of violations of the antitrust act and to assist the Department of Justice in 
preparing and prosecuting suits and in formulating readjustment plans. 
The Commission is also responsible for studies of trade practices and for 
advising Congress on legislation needed to prevent unfair trade practices. 
Power to issue orders requiring cessation of unfair trade practices is vested 
in the Commission. 

Before 1938, the Commission's activities were mainly concerned with 
investigation of; complaints made a competitor against discriminatory 
acts of others. Orders issued to Restrain such acts generally had the effect 
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of protecting the good will of tire complainant by stopping an imitation of 
his brand ilame or trade-mark. But some orders tended to aid rather than 
eliminate monopolistic competition, as in the protection of brand names. 
With the passage of the Wheeler-Lea amendment to the Commission's act 
in 1938, authority was granted to the Commission to exercise initiative in 
restraining practices detrimental to the interests of the public, Altliough 
in some cases the public only indirectly benefited from earlier decisions, 
the Commission can now intervene directly in the public interest against 
such practices as false advertising or adulteration of products. 

Robimon-Pafman Act 

This act, passed in 1936 as an amendment to the Clayton Act, is aimed 
at the elimination of price discrimination in the sale of commodities. A 
major factor impelling passage of the act was the development of chain 
stores and other large distributing organizations that were able to obtain 
favorable prices because of quantity buying or their strategic position 
(e.g., geographic location or bottleneck position in processing). The law 
prohibits differential pricing which impairs competition, except when such 
differences can be justified on the basis of cost differentials or on the basis 
of costs resulting from distributing functions performed by buyers. It is 
unlawful for a buyer engaged in interstate commerce to induce or accept 
a price differential prohibited by the act Quantity differentials in price 
are not outlawed, but the right is reserved to the Federal Trade Commis- 
sion to specify maximum quantities beyond which discounts are not al- 
lowed. The act was passed as an attempt to protect small and independent 
buyers from abuses such as abnormally large price concessions for quan- 
tity purchases, which favor large concerns. To the extent that allowed 
differentials in price accurately reflect differences in costs of distribution 
at the higher levels, compliance with the act tends to equalize competitive 
advantages with respect to price and to focus attention on nonprice com- 
petition, 

Miller-Tydings Acf 

The Miller-Tydings Act of 1937 is an amendment to the Sherman Act 
relating to resale price maintenance. Resale price maintenance exists when 
dealers are compelled to observe resale prices established by the manu- 
facturer. This Act legalizes resale price-maintenance contracts covering 
branded merchandise that is sold in. interstate commerce and resold within 
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any state which has a price-maintenance law. A certain brand of tooth 
paste, for example, cannot be sold by a druggist for less tha^n the retail 
price prescribed by the manufacturer. The growth of ''super markets'" and 
"cut-rate stores” was an important factor leading to passage of the Miller- 
Tydings Act, for many such retailers failed to adhere to list prices. Par- 
ticularly for "long-margin” items, prices at retail were sometimes reduced 
to the point where - small independent stores could not afford to engage 
in price competition. Frequently, well-known branded merchandise was 
used as "loss leaders” to attract customers to a store. 

California, as the leader among die states in adoption of regulatory 
legislation, first enacted a price-maintenance law in 1931. Other states soon 
followed until practically all states now have such laws. Despite the wide- 
spread adoption of the principle of price maintenance, the federal law was 
passed with only a bare majority support, being pushed through Congress 
as a rider to a District of Columbia appropriations bill. 

The effects of resale price maintenance on competition and its benefits 
to the economy are still not accurately determinable. The Federal Trade 
Commission has suggested that the Miller-Tydings Act is detrimental to 
the best interests of die public and for this reason has advocated its repeal. 
But the act does not affect a very high proportion of merchandise-— some 
estimates place the amount at 10 per cent or less. One important result of 
the law has been encouragement to the introduction of private brands by 
large retail organizations. These are sold at relatively low prices in compe- 
tition with branded merchandise held at list price by the act. Another means 
of avoiding the restrictions of the act has been the energetic sales propa- 
ganda designed to create a market for brands for which price maintenance 
is not mandatory. 

SUMMARY 

The decisions of the Supreme Court clearly demonstrate that there has 
never existed a clear determination of what constitutt^s a violation of the 
antitrust act. Because of conflicting decisions and unpredictable interpre- 
tations by the Court, uncertainty always exists as to whether an actual 
violation has occurred until the verdict is announced in the specific case. 
Limits to permissible action seem quite elastic. Although the Sherman Act 
was unquestionably intended as a weapon against "big business,” the atti- 
tude of the Court has indicated that large size is not a compelling reason for 
finding a company guilty of violation. Under the broad and varied inter- 
pretations of the act, monopoly can be defined as whatever the Court 
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decrees to be unlawful. Since 1911 emphasis has been laid more on the 
intent to inonopolize or restrain competition and less on the form of 
organization and extent of control. 

Arrangements to lessen competition have generally been considered in 
terms of price, with little attention devoted to other forms of competition. 
Price uniformity, however, does not constitute sufficient grounds for a 
finding of guilt. The Court has progressively turned to consideration of 
whether a concern has unilateral power to control price. In recent years the 
Court has abandoned the early idea that large-scale business is synonymous 
with restraint of competition and apparently gives recognition to the fact 
that integration may, in some instances, eliminate competitive waste. 
Results of possible alternatives open to the Court are appraised and arrange- 
ments to eliminate unfair practices are now more frequent than dissolution. 
Dissolution has generally failed to restore competition, especially with 
respect to price, as it existed prior to combination. 

Recent e^tperience in antitrust cases indicates that to establish a violation 
of the statutes it is necessary to prove that a company possesses the power, 
through restriction of output or otherwise, to hold prices above the level 
which would prevail if competition were freely operative, or that a concern 
has indulged in practices indicative of intent to monopolize. 

PRESENT STATUS AND FUTURE POSSIBILITIES 

Business organizations in the present economy embrace types ranging 
from virtually complete monopoly to pure competition. The closest ap- 
proach to complete monopoly prevails in the field of public utilities, where 
public franchises are granted to single firms and so preclude the entry of 
possible competitors. At the other end of the competitive range there still 
exists pure competition among producers of many agricultural commodities. 

"But by far the major proportion of all business activity is conducted in the 
intermediate range of oligopoly and monopolistic competition. 

From the standpoint of the consuming public the most desirable bind of 
business relationship is that which encourages the most economical use of 
resources and which therefore results in a maximum output of goods and 
services at the lowest possible prices. To achieve this end, monopoly may 
be necessary in a few industries, duopoly or oligopoly in others, and pure 
competition in tire rest. But in view of the myriad types and degrees of 
competition in the present-day economy there exists the problem of deter- 
mining the nature and extent of regulation needed to secure from industry 
maximum benefits to society as a whole; One possible solution of the 
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problem would be an attempt to force a larger role for pure competition. 
This would require decentralization of economic power and the dissolution 
of large firms. However, experience with enforcement of antitrust acts 
indicates that dissolution does not generally result in any appreciable in- 
crease in competition within an industry. There is still a real question, 
however, whether the antitrust laws have ever been seriously enforced. 
The adoption of this policy would also necessitate the abolition of all 
except public-utility monopolies. 

An attempt to restore pure competition would almost certainly generate 
confusion and the state of competition resulting from it would be only 
temporary, unless more vigorous and successful efforts were made to pre- 
clude a return to monopolistic conditions than have been demonstrated 
heretofore. From a production standpoint, the economy would be discard- 
ing the results of many years of industrial progress and the devices by 
which American industry achieved its present high state of development; 
uneconomic use of resources in some industries and some loss of the 
economies of large-scale business would ensue. 

A possible alternative to attempted restoration of universal free competi- 
tion is extensive governmental regulation of all phases of competition. This 
policy is to be criticized for several reasons. (1) Regimentation is unneces- 
sary in large sectors of the economy-even in many of those dominated by 
large firms—because competition is still a most efficacious influence. (2) 
Comprehensive control by government is usually inflexible; even if some 
competitive gains were made by such control they would be partly offset 
by its inflexibility. (3) Principally, comprehensive regulation involves cen- 
tralized control and allocation of economic resources, regulation of produc- 
tion and distribution, and dictation of prices. This has been attempted in 
the United States only during war when conditions are most propitious for 
; . success. But wartime experience in this country— and comprehensive plan- 

ning ventures in other countries— give little reason to hope that a more® 
. economic allocation of resources is to be expected from this course. Judged 

by most standards— aggregate production, per capita production, average 
weekly earnings or hourly wages— the American economy has done well 
in relation to its resources and historical development. The market process 
as the guide to resource allocation is both flexible and relatively efficient. 

In a period of unemployment and’ low levels of national output, the 
restrictive aspects of monopoly are intensified and public attention tends 
to be directed toward monopoly problems. On the other hand, growth 
!, and expansion in the eoonomy"' either minimize restrictive practices or 
^ ’ ■ encourage new business Techniques, arid competitive behavior. The fostering 
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of expansion, by creating conditions conducive to new enterprise and in- 
vestment, may indeed mitigate the problems of monopoly, although it will 
not warrant a relaxation of antimonopoly policy. Monopoly is a hardy 
growth; virtually all sellers would like its protective advantages for them- 
selves. Omnipotence on the part of government would be required to 
eradicate it or to regulate its activity completely. Long-run expansion and 
dynamic changes in the economy, coupled with constant vigilance against 
its excesses, may be expected to mitigate the influence of monopoly in a 
manner most consistent with the character of the economy itself . 


GHAPTER 28 

The Supply of Labor and Labor 

Gainful workers—those who work, or seek wmrk, for a money income- 
in 1946 numbered approximately 60 million out of a total population of 
141 million. Some gainful workers work for themselves, and the rest work 
for others and receive wages and salaries. Among those who are self- 
employed as independent entrepreneurs are farmers and small businessmen 
(retailers, service station operators, building contractors of many types, 
small shop owners, etc.), professional persons (doctors, lawyers, and ac- 
countants), and a miscellaneous group of odd-job workers. These number 
possibly as many as 15 to 20 million. The remaining 40 to 45 million in 
1946 worked for or sought work from employers— private corporations, 
government, and independent entrepreneurs. These two groups are not 
wholly distinct, since individuals constantly: shift from one to the other. 

Labor organizations confine their efforts to those who work for em- 
ployers, principally wage earners^ In 1946, about 15 million persons were 
members of unions, about 25 per cent of the total number of gainful 
workers (nearly 40 per cent of the wage and salary earners). The largest 
gi'oups of workers represented in union organizations include: (1) the 
building trades and allied workers; (2) railroad workers; (8) truck drivers 
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(teamsters); (4) other skilled groups such as bakers, printers, air-line pilots, 
movie actors, barbers; (5) large industry groups such as coal miners, and 
wage earners in the automobile, rubber, steel, farm machinery, electrical 
machinery, and other mass production industries. In recent times member- 
ship has grown among low-salaried white-collar workers. 

One hundred years ago the union movement was of no consequence. At 
the present time unions flourish with large memberships, with combined 
income from dues exceeding 100 million dollars annually, and with total 
assets many times this amount. The primary purpose of a union is to secure 
control over a given part of the labor supply— either certain skilled groups, 
or groups of workers employed in certain industries— in order to increase 
wages and to obtain other working advantages for its membership. Unions 
influence the supply, not of labor as a whole, but of the types of labor they 
control. Thus the supply of labor and the activities of unions are closely 
interrelated. 

COMPOSITION AND CHANGE OF POPULATION 

The total supply of personal services is affected by many influences; the 
size and composition (sex, age groups, etc.) of the population; the willing- 
ness and ability of people of working age to take employment; the length 
of time per day, per week, per year tliat a person is willing to woi'k. While 
the effect of some of these influences has been considered in general terms 
in Chapter 3, they can now be discussed in detail 

The size as well as the composition of population is determined by the 
ratio and variation of several elements. For one thing, the ratio of females 
to males in the American population has steadily increased. In 1910, the 
ratio of males to females was 106.0 to 100.0. The predominance of men was 
caused in part by the fact that during the great immigration of the decade 
preceding, single men exceeded single women and many married men were 
in the country for a time without their families. By 1940, the ratio had 
declined to 100.7 males to 100.0 females, partly because the preceding 
period was bne of low immigration. By 1950, it is expected that females 
will outnumber males. The sex ratio does not, from the point of view of the 
labor force, exercise so great an effect as formerly, because of the entrance 
of increasing numbers of women into industry. 

Age composition, which is the proportion of people in different age groups 
within a population, greatly affects the size of the labor force. From 1890 to 
1940, the median age of the population of the United States rose from 21.4 
years to 29,0 yems. iUongv with this there has been a marked decline in the 
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proportion ^of the population under the age of 20, and an increase in the 
proportions of each of the higher aged groups. In 1850, the group under 20 
years of age constituted more than half of the population; in 1940, it was 
34.5 per cent of the total population; and one prediction expects only 25 
per cent under 20 years of age in 1980.^ In 1850, less than 5 per cent of the 
American population was over 60 years of age; but by 1940, this group 
constituted 10.5 per cent. This group is expected to increase as time goes on, 
although the increase in birth rates in this country during the 1940'’s will 
modify prewar population forecasts.^ 

There has been considerable speculation as to the eflFects of an older 
average age on enterprise, risk-taking, consumer demand, and the labor 
force. An older labor force may mean greater stability in labor supply; and 
this, though desirable from some points of view, may also reduce the labor 
mobility required by an expanding economy. Moreover, the inflexibility 
tliat accompanies age and the unwillingness of old people to venture forth 
may set up stagnant labor pools at points where the demand for labor is 
declining, with the result that expanding JBnns in other areas are deprived 
of potential labor. 

The population of the United States in 1880 was 70 per cent rural and 
30 per cent urban. At present over half of the population resides in cities 
and towns' (over 2,500 population). Urbanization accompanied the growth 
of industrialization; the migration of rural population to the cities built up 
labor supply available for industry. This shift of labor supply tended to raise 
incomes in agricultural regions and moderated tlie increase of wages in 
urban areas. 

In common with the rest of the world, the population of the United States 
has steadily risen. In 1790 population was 3,929,000; in 1900, 76,129,000; 
in 1946, 141,000,000. The excess of births over deaths and net immigration 
are the causes of growth. The birth rate is often measured merely by the 
number of births per thousand members of the population, and this cal- 
culation is called a crude birth rate because it is not refined for age, sex, 
occupation, or income, or for any other condition which many influence 
birth and death rates. Given the total number of births and deaths and 
an excess of the former over the latter, the difference is the natural increase. 
For example, if the crude birth rate is T4 per cent and the crude death 
rate is 10 per cent, 4 per cent is the natural increase. If the percentages 
were reversed, 4 per cent would constitute the natural decrease. 

A progressive decline in the birth rate is a trend common to virtually 

^ Paul H. Landis, Population Problems^ American Book Co., 1943, pp. 278-79. 

2 See Chap. 3, pp. 77-79. 
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every European country and the United States. Births per 1,000^ population 
have been steadily declining in the United States since 1870. In the years 
1871-75, births per 1,000 of population averaged 37.0; by 1920 the rate had 
fallen to 23.7; it reached a low point of 16.6 at the bottom of the depression 
in 1933 and rose to 20.9 in 1942. While the birth rate is affected by 
depressions, prosperity, and wars, a long-run downward movement of the 
birth rate has prevailed in this country and western Europe. This downward 
trend has led to a shift in emphasis from limitation of population~a doctrine 
highly regarded by nineteenth-century economists—to means of expanding it. 

At best the crude birth rate is an inadequate measure of human fertility 
or the actual reproductive rate. Consequently other methods are needed 


to estimate the effect of changes in age composition on future changes 
in population. Several measures have been devised, one of which is the 
"net reproduction rate.” The net reproduction rate measures the number 
of daughters that would be bom to 100 women during their lifetime 
assuming the continuation of existing birth and death rates by specific ages. 
For example, a rate of 100 indicates that 100 daughters are born to the 
first group. Thus there would be enough to replace the original mothers, 
and the population would remain stationary. A higher rate w^ould indi- 
cate some increase in population, a lower rate a decline, provided that 
existing birth and death rates continue. The net reproduction rate in the 
United States has been declining. Figures between 1920 and 1940 show 
that it dropped from 116 in 1920 to 94 in 1933 but rose to 96 in 1940. 

The growth of population in the United States owes much to immigration. 
Net immigration reached an annual average of 251,000 in the decade pre- 
ceding the War between the States. In the 1880 s, annual net immigration 
more than doubled and in the first decade of this century, it reached an 
annual rate of 880,000. Before the 1880 s the great majority of new arrivals 
came from the northern European countries and the British Isles; in the 
1880’s and until the restriction of immigration during the 1920's the great 
majority came from southern European and the western and eastern Slavic 
nations. Without the millions of willing hands American industrial expansion 
would undoubtedly have been retarded. The readiness of immigrants to 
work at low wages led businessmen to promote immigration. Various 
objectioiis had been raised many times, however, against free entry of 
foreigners into the United States, Objections were based on cultural, educa- 
tional, and nationalistic grounds.. Organized labor always opposed immi- 
gration on economic grounds, for the constant increase in the supply of 
labor tended to lower wages or to hold down the rate of increase. As 
immigrants flocked tO/^ the unskilled occupations, the disparity of wages 
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and standards between the skilled and tlie unskilled was sharply accentu- 
ated. The availability of a large amount of cheap labor enabled organized 
skilled workers to widen the difference between wages of skilled and 
unskilled to a greater extent than was possible in England or on the Euro- 
pean continent. Not only did immigrants tend to depress wages, but the 
constant increase in the supply of labor may have slowed the rate of tech- 
nical progress, for the advantage of substituting capital for labor is not 
high when large masses of unskilled, low-paid workers are available. 

After World War I the restriction of immigrants from Europe was 
undertaken largely because of (1) the opposition of organized labor (on 
economic grounds) and of certain industrial and agricultural businesses, 
(2) the opposition of groups for. cultural and national reasons who feared 
the "'dilutioiT' of the Anglo-Saxon stock, and (3) the fear of business groups 
—formerly proponents of immigration— that immigration encouraged the 
importation of radical doctrines. Thus Congress enacted in the 1920’s the 
immigration quota laws, culminating a movement to limit immigration that 
had gained strength during tlie preceding century. Annual immigration 
from Europe was limited to 153,774, and the total was divided among the 
applicants from other countries in accordance with the percentage of peoples 
of the same origins already represented in tlie population of the United 
States as revealed by the census of 1920. 

The restriction of immigration forced employers to seek new sources of 
common labor. Mexicans and rural Negro and white workers were recruited 
to fill the gaps left by the reduction in immigration. Labor agents invaded 
Southern farming districts; and in self-defense these communities sought to 
limit and even prevent the depletion of the local labor force. Little opposi- 
tion was encountered in recruiting Mexicans (not included by quota restric- 
tion), and railroads, steel and metal industries, and growers of some agricul- 
tural crops found the Mexican workers a helpful substitute for the former 
immigrants. While American industry profited from the presence of these 
workers, this gain was purchased at a social cost to both the workers and 
the whole society. Competition on the labor market aroused the hatred of 
white labor, and deterioration of real-estate values aroused the opposition 
of real-estate owners to the new workers. The race riots which occurred 
after World War I were in part due to the animosity against the increase 
of colored workers in many communities. 

Restiiction of immigration has also had other effects. The shortage of 
supply of certain ty’^pes of labor (e.g/, tailors at the present time) may be 
traced to this policy. Wage increases have been more readily attained by 
wage-earning groups freed from the competition of immigrant workers. 
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In the long term, mechanization of industry may be stimulated because of 
the absence of cheap immigrant labor. The sharp reduction in immigration 
will serve to eliminate or reduce racial and national differences within the 
labor force. A labor force homogeneous in language and social mores is 
no doubt one which is easier to organize in labor unions. 

HOURS OF WORK 

The supply of labor service is determined not only by the size of the labor 
force but also by the number of hours workers are ready to work. The hours 
worked per day and per week in American industry have been steadily 
reduced since the early nineteenth century. From almost the beginning of 
this nation s history, demands for shorter hours have been made by workers. 
As might be expected, the working-hour standards, or customs, prevail- 
ing in agriculture also prevailed in industry at the outset; subsequently, the 
drastic differences in the conditions of employment between agricultural 
and industrial areas stimulated organized demands for shorter hours by 
industrial workers. The working regimen on a farm is looser and the dis- 
cipline is more relaxed than in a factory or construction job. Punctuality and 
uninterrupted work are requisites in industrial employment. Because workers 
considered industrial labor more onerous, they made demands for 12-hour 
days, then 10, 9, and shorter days. As the workday was reduced, the demands 
came to be based on productivity and the need and desire for more leisure. 
Studies conducted during both world wars indicate that for given tasks there 
is an optimum workday and work week. Beyond a point output per worker 
does not increase, and eventually decreases as hours ai'e lengthened. 

Legislation over the last century has been enacted at times to restrict the 
number of hours that could be worked per day or week. At the outset 
these restrictions affected minors and women, and were based upon con- 
siderations of health and welfare. Reduction of the hours of labor of men 
has been brought about by trade-union action, by voluntary concessions 
of industry, and by legislative regulation in certain trades held to be 
dangerous to workers or to the public safety. 

Hours worked per day only a century ago appear unconscionably long by 
present-day standards. A hundred years ago, the typical workday in Ameri- 
can Industry was 1114 hours, and the work week was 6 days. Even in 1890, 
blast-furnace men in steel mills worked 7 days of 12 hours each, or 84 hours 
per week. From the very outset of the shorter hour movement the building 
trades were leaders, and by 1840 they had established the 10-hour workday 
in the large eastern cities. Factory workers were not so well situated, for 
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the majority were working 11 and 12 hours per day. By 1890, the building 
trades were working 52- or 54-hour weeks, and factory workers were 
very largely working 60 hours per week. 

The movement for the 8-hour day spearheaded by the American Federa- 
tion of Labor in the 1880’s was partly responsible for reductions in the 
hours of labor. Between 1890 and 1929, the hours of labor decreased. 
Weekly hours of building tradesmen fell from an average of 51.3 in 1890 
to 43.1 in 1910; of coal miners from 60.0 to 48.5 hours in the same period. 
In manufacturing, hours were reduced from about 60 in 1890 to 50 in 1929. 
The depression of the 1930’s led to sharing of the work on fairly large 
scale; although the scheduled hours of work per week were not drastically 
changed, workers were frequently employed only a small fraction of that 
time. The enactment of the National Industrial Recovery Act in 1933 gave 
official support to the movement to spread the work by shortening hours. 
In the codes of fair competition provided for in this act the hours of labor 
were curtailed; the 44-hour week was established in most industries, and 
the 35- or 36-hour week in a number of others. 

Under the Fair Labor Standards Act of 1938, work after 40 hours per 
week— in interstate industries— must be compensated at one and one half 
times the regular rate. The penalty rate on overtime is designed to prevent 
the expansion of the work week. This act was largely depression-inspired, 
namely, to spread employment. The Fair Labor Standards Act was the 
culmination of a long-term movement for shorter hours which reduced 
the work week by nearly 50 per cent in industiy over the last hundred 
years. Both the supply of labor and the productivity of labor have greatly 
increased during the same period, thus permitting increased output while 
at the same time hours have been reduced, 

THE LABOR MOVEMENT 

The term labor movement been applied to the activities of unions 
of wage earners to improve conditions of employment The labor move- 
ment began in the United States early in the nineteenth century although 
the first union was organized among the shoemakers of Philadelphia in 1792. 
In the 1820 s local organizations of skilled workers were founded to press 
for higher wages, shorter hours, and educational and political reforms. 
These efforts mark the first attempts of labor in this country to organize as 
a class or group. They were sporadic in character and were usually met 
with determined opposition from employers, the public generally, and the 
courts. During the 1850’s the modem -union movement had its inception 
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with the advent of national unions. A national union is comprised of local 
unions in different parts of the country. The locals are subordinate to the 
national union in somewhat the same sense that a chapter of a fraternity is 
to the national organization. In the course of time many of the national 
unions established locals in Canada, and therefore were known as ‘inter- 
nationaF unions. These early organizations became casualties to political 
ambitions, employer opposition, the courts, or to economic depression. 

In the 1860’s union organizations grew rapidly as international unions 
were formed in many trades. The causes of this revival are to be found 
in the economic development of the country in this period. The growth 
of industry and transportation created a national market for a large part 
of total commodity output. With labor costs an important part of total 
costs, the lower wage of one employer gave him an advantage over the 
high-wage employer in competing on the national markets. Consequently, 
low wages at one point stimulated efforts to bring about low wages at other 
points. Even when low wages at one point did not cause employers at 
another point to seek a lowering of wages, they retarded increases in rates 
because high-wage employers could adduce the possible deterioration of 
their competitive position as an argument against additional wage increases. 
These economic influences stimulated the growth of unions as means of 
maintaining and increasing wages over a wide market. Printers, molders, 
machinists, tailors, bricklayers, and locomotive engineers were a few of 
the trades in which national organizations arose in the 1860's. The process 
of establishing national unions did not take place at the same time and 
at the same rate in all trades, for progress was influenced by a variety of 
factors not common to all branches of industiy. 



National Central Organizations 

In the period following the War between the States the first two attempts 
to combine several national unions into a combined organization failed. 
The National Labor Union, organized in 1866, represented the first effort 
to achieve national unity of labor. This movement attracted a wide variety 
of groups, a number of which, including socialists and advocates of infla- 
tionaiyj' monetary policies, were l^gely interested in political action. While 
labor frequently engages in political pressure, the history of the American 
labor movement is studded with examples of failure attributable to the shift 
of interest from immediate economic gains for its members to the promotion 
of political programs, ^reeixbacMsm— the inflationary monetary policy— 
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bi’oke up tlie National Labor Union. Virtually all workers in a shop or a 
trade will afjprove of and work for higher wages and better working condi- 
tions, but differences are likely to arise as soon as political issues are given 
a dominant place in the program. As soon as the National Labor Union 
became absorbed in politics, the trade unionists withdrew. The political 
reformers lacked the persistence and support to keep the organization going. 
It expired in 1872 after naming a candidate for the Presidency of the United 
States who declined the nomination. 

For a time it appeared that the ''Noble Order of the Knights of Labor"’ 
might become the means of uniting the diverse labor organizations into a 
united and powerful whole. Started in 1869 as a secret organization by a 
small group in Philadelphia, the organization at first progressed slowly. 
In 1870 the locals, called local assemblies, admitted "sojourners,’" i.e., 
workers from other trades. The units of organization were the local assembly, 
made up of wage earners to the extent of at least three quarters of the 
membership; the mixed assembly,, made up of workers from several crafts; 
and trade assemblies, containing workers of only one trade. District as- 
semblies wei'e made up of delegates from both trade and mixed assemblies 
in a city or state. There were also national ti'ade districts which were in 
fact national craft unions (representing workers in one craft) or industrial 
unions (representing all the workers in an industry). The governing body 
was the general assembly, or national convention, and at the head of the 
organization stood the Grand Master Workman. In 1878 the order abolished 
secrecy, and for. the next ten years underwent a spectacular expansion of 
its membership and prestige under the leadership of Terence V. Powderly. 
Strikes against the commercial telegraph companies, several railroads, and 
the Chicago meat packers were led by the Knights in the 1880"s. But defeats, 
especially in the latter two struggles, lowered their prestige and weakened 
their membership. 

While the Knights of Labor were expanding, trade unions continued to 
grow on a national basis. Although some of the trade unions affiliated with 
the Knights, many remained outside its ranks. Many trade-union leaders 
opposed the intrusion of the Knights into trade-union activities since mem- 
bership in the Knights was not limited to wage earners or were its aims 
the same as trade-union aims. Although the Knights conducted the longest 
strikes in tlie 1880’s, a number of its leaders were basically hostile to trade- 
union action. They had less faith in strikes, boycotts, and other bargaining 
weapons than in producers" co-operation and political action. Here again 
political programs brought about a cleavage in the labor movement. 
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The American Federation of Labor 

Even during the heyday of the Knights of Labor, the trade unions sought 
to combine for common aid and defense. In 1881, the Federation of Organ- 
ized Trades and Labor Unions of the United States and Canada was formed. 
It took an important step toward the present form of labor organization 
by making national unions its basis and by stressing its primarily economic 
purposes. Nevertheless, national unions did not make very rapid progress, 
partly because jurisdictional disputes between the Knights and the trade 
unions impeded their progress. In the spring of 1886, the heads of a num- 
ber of trade unions proposed a treaty to the Knights which would have 
in fact barred the latter from participating in trade-union activity. The 
Knights rejected the conditions, and the trade unionists called a convention 
for December, 1886, at Columbus, Ohio, This convention launched the 
American Federation of Labor, with which the Federation of Organized 
Trades and Labor Unions was merged. 

The Knights of Labor reached its peak membership in 1886, but follow- 
ing this time it steadily lost membership and influence. In coiltrast, the 
American Federation of Labor, which gained members only slowly at 
first, by the turn of the century became the representative of the largest 
proportion of the organized workers of America. 

World War I furnished a very favorable opportunity for labor organiza- 
tion. The wartime shortages of >vorkers and need for increased production, 
as well as a favorably disposed national administration, all aided in the 
unprecedented growth of union organization. Its expansion temporarily was 
stopped by an employer antiunion campaign in the early 1920's launched 
under the name of the '"American Plan,’^ and by the conditions of postwar 
depression in 1921. Throughout the 1920’s, labor organization could not 
regain its lost momentum; despite the prosperity of the period, labor unions 
not only failed to increase membership but in fact actually lost members. 

The American Federation of Labor is a federation of independent and 
autonomous national and international unions. In 1946 it included more 
than 100 unions and about 7,500,000 nrembers. Each union in the federation 
is independent; it can set its own rules with respect to admission, dues, and 
initiation fees. The American Federation of Labor is dominated by the 
international unions which control the majority of votes at conventions. 
These unions are made up usually of members of a single craft, such as 
carpenters or teamsters, or of closely related crafts. 
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Major Changes During the 1930's 

The fortunes of organized labor took a turn for the better under the 
New Deal administration. The large inroads into union membership made 
in the 1920’s and during the depression years of 1930>S2 were ended, and 
union activity began to flourish again. Under section 7a of the National 
Industrial Recovery Act, labor was guaranteed the right to organize and 
to bargain collectively in unions of its own choosing, free from interference 
or coercion by employers. Established union membership as well as new 
unions grew rapidty, not only in old trades and industries but also in the 
newer mass production industries such as automobile and rubber manu- 
facturing. 

As soon as unions in the mass production industries began to form, the 
American Federation of Labor was confronted by a jurisdictional xoroblem. 
A ‘union jurisdiction” refers to the type or class of workers eligible to join 
a specific union. The employees in mass production industries were largely 
semiskilled production workers who had never belonged to a union, and 
many were either unsympathetic or apathetic toward unionization. Since 
the older unions in the American Federation of Labor were largely made 
up of craft and semi-industrial unions, they demanded that the workers in 
the mass production industries be divided by crafts and assigned to existing 
unions, Thus the electricians’ union in the American Federation of Labor 
demanded the membership of electricians employed in steel mills, in the 
automobile plants, in the aluminum plants. Similar demands were made by 
the machinists’ union, the patternmakers’ union, the carpentersVunion, and 
other affiliates of AF of L. On the other hand, many union leaders in the 
mass production industries believed more effective organization would be 
achieved if all who were engaged in work at a large plant would, irrespec- 
tive of standards or grades of skill, join one union composed of all workers 
in the industry of which the plant was a part. 

While the question of the form of union to be organized w^as the main 
difference at tliis time, other issues played a role. The American Federation 
of Labor had never concerned itself with large-scale organizing of workers; 
this function was generally performed by its affiliated international unions. 
The leaders of these large unions were at the time skeptical of establishing 
permanent unions in the mass production industries. Their skepticism was 
based on their lack of success in the past in rallying such workers; more- 
over, they felt that unionization in a particular area should not depend 
too directly upon outside organizers and should be accomplished by local 



616 MANAGEMENT AND CONTROL OF ECONOMIC RESOURCES 

units of craft unions, In general, the AF of L was Hot accustomed to 
organizing on a large scale and at this time had neither funds nor per- 
sonnel to accomplish it. 

Compromises of the diJfferences that arose between the newly organized 
mass production unions and the older unions in the American Federation 
of Labor were proposed; however, since the federation itself was controlled 
by the older unions and the new unions were aggressive and imyiekling, a 
compromise was diflScult. The new unions in the AF of L formed the Com- 
mittee for Industrial Organization under the leadership of eight powerful 
unions (including the miners, the garment workers, and the textile workers) 
for tlie purpose of spreading the doctrines of industrial unionism. Ordered 
to disband by the American Federation of Labor, the unions of the 
CIO were suspended from the AF of L when they refused to do so. 
Under aggressive leadership and with generous financial support furnished 
by the mineworkers and other dissident AF of L unions, the CIO unions 
spread their infl.uence and, after a number of spectacular stiikes, deeply 
entrenched themselves in the American economy. They later set themselves 
up on a permanent basis as the Congress of Industrial Organizations. In 
1946 the membership of the CIO unions was about 6 million. 

STRUCTURE AND FUNCTION OF LABOR ORGANIZATIONS 

American labor unions, whether independent or affiliated either with the 
American Federation of Labor or the Congress of Industrial Organizations, 
are generally similar in structure and function. Union organizations at 
present may be classified into four groups: (1) affiliates of the American 
Federation of Labor; (2) affiliates of tlie Congress of Industrial Organiza- 
tions; (3) nonafflliated national and international unions, such as the 
Brotherhood of Locomotive Engineers and the Brotherhood of Utility 
Workers; (4) and unions limited to one plant or to one company which are 
unaffiliated with any other group of organized workers. 

Unions unaffiliated with any group outside the plant or company are 
usually single-plant or single-company industrial unions. Such a union may 
be a successor to a former company union (a union formed by and usually 
controlled by the employer, a practice now prohibited by law) or a union 
not affiliated because the workers may be hostile to outside affiliation. 

The make-up of the constituent branches of national unions is generally 
similar whether or not they are affiliated with another organization. The 
nonaffiliated railway brotherhoods, for example, are similar in structure to 



THE SUPPLY OF LABOR AND LABOR ORGANIZATIONS 


617 


the carpenters of the AF of L and steel workers in the CIO. The basic 
unit of organization is the local union. A local of a craft union is made 
up of workers in the same craft or trade, as in a bricklayers’ union. A 
second type is the amalgamated union, which is perhaps better described 
as a quasi-industrial union. This type organizes most— but not always all— 
of the workers in a plant. The machinists’ union is an example, for in some 
machine shops it may organize all but a few members of other crafts. The 
industrial union is made up of all production workers in the industry. The 
steelworkers’ union and the automobile-workers’ union, both CIO affiliates, 
are examples of this type. 

A local may be organized in a single plant Unions that have a large 
number of members in a locality may find it desirable to form such locals, 
called shop locals. Or a single local may be formed in a city and its environs. 
Some unions allow more than one local to exist in one community. As an 
example, the teamsters will organize a local of coal drivers, another of food 
drivers, a third of milk drivers. In smaller communities there may be only 
one general local, including all crafts. Local unions, in accordance with their 
charters, collect dues, negotiate contracts, regulate admission to the union, 
and protect the interests of the union. Locals are administered by salaried 
officers normally elected by the membership. Paid officers of a local are 
usually the business agents or business representatives who not only aid in 
the negotiating of agreements but also help in the adjustment of grievances 
and in the maintenance of discipline. 

Some unions have district organizations, usually called district councils, 
covering a larger geographical area than the locals; as a rule a number 
of locals will make up a council. The councils co-ordinate and aid the locals 
in the performance of their functions and try to promote a common-area 
policy. 

The most important organizations in the American labor movement are 
the international unions, most of which are affiliated with either the AF of L 
or the CIO. Local unions are subordinate to the international, and the latter 
is charged with enforcing the rules and obligations of the union upon 
subordinate groups. International unions in many instances control the 
strike fund as well as the funds for fraternal benefits— sickness, old age, 
unemployment, or death— where these benefits are offered. In addition, 
most union constitutions make the international union die guardian of the 
interests and welfare of the organization, and the national officers can, for 
the good of the organization, revoke the charters of local unions. Sometimes 
the international sets up rules for admission, minimum and maximum dues. 
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procedures for electing officers, etc., which subordinate locals must accept. 
International unions frequently have the power to call and settle strikes. 
Many unions require that a strike by a local be approved by the inter- 
national before it can be called. Internationals are also charged with audit- 
ing the accounts of locals, checking complaints against local officers, and 
hearing appeals of members penalized for alleged violations of union rules. 
Internationals are themselves autonomous; i.e., they are independent and 
they make their own rules and regulations with respect to their internal 
affairs. 

International unions are governed by conventions which meet at specified 
periods of time. Legislation enacted at conventions becomes the law of the 
union, although some unions require that changes in the constitution must 
be approved by referendum vote. Between conventions the international is 
administered by its president and executive board. 

The salaries of local officers are usually slightly above the amounts earned 
by the members in the union. Salaries of general officers are much higher. 
A study of the salaries of presidents of 62 international unions showed that 
salaries ranged from $2,000 to $30,000 per year.^ 

In addition to the structural forms of unions described above, labor 
organizations have formed local trades councils. These are made up of 
representatives from a number of unions whose members all work in the 
same industry. A good example is the building-trades council to which all 
the unions engaged in the building trades send delegates. Trades councils 
also exist in the metal trades and on the railroads; the latter are called 
system federations and cover an entire railroad or group of roads under the 
same management. 

The American Federation of Labor has also organized several depart- 
ments. They are made up of the international unions in a single industry 
and were set up in part for the reasons that impelled organization of the 
CIO. It is their function to promote common action, co-operation among the 
unions, and, if possible, to settle jurisdictional disputes. 

The AF of L and the CIO are the two central organizations, and both are 
lai’gely concerned with promoting the interests of labor through legislative 
lobbying, membership drives, and public relations. Both organizations carry 
on considerable publicity, and Lave research organizations to investigate 
issues that may affect their members. The CIO and recently the AF of L 
have established special departments for the purpose of organizing -svorkers 
who presently do not belong to unions. 

3 Philip Taft, ‘'Understanding Union Administration,” Harvard Busmess Revietv, 
Winter, 1946, p. 256. 
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Finances of Unions 

Unions receive their incomes from the following sources: dues, initiation 
fees, assessments, charter fees, reinstatement fees, and income from securi- 
ties tliey have purchased. By far the most important source is the regular 
monthly dues. An examination of 250 local union constitutions showed that 
dues in unions of the AF of L ranged from 75 cents to $7 per month. The 
most frequent amount was $2, charged by 68 locals; $3 charged by 39 locals 
was second in frequency.^ The great majority of these unions belonged to 
the skilled building and printing trades, which pay death and other fra- 
ternal benefits. Dues in the unions of the CIO are appreciably lower. A 
majority of CIO unions charge $1.50 or less per month. The lower rates are 
partly explained by the absence of fraternal benefits, and in part to the 
large-hcale and extensive organizing drives made by these organizations. 
There are apparently economies of large scale even in labor unions. 

An examination of three hundred union constitutions showed that initia- 
tion fees ranged in AF of L unions from $2 charged by five locals to $350 
chai'ged by one local. The most common fee was $50, charged by 76 locals, 
with $25, charged by 56 locals, the second most frequent, and $100 by 38 
locals, third. As is true of dues, initiation fees are lower in CIO unions, most 
of which charge $10 or less as an admission fee. Despite impressions to the 
contrary, unions do not readily levy assessments, for these are irregular 
contributions and are often a cause of dissension.^ Most of the dues received 
are as a rule retained by the local union, which pays to its international a 
specified amount per member per month. This is called a per capita tax, and 
it is used to finance all of tire international unions activities and to build 
up a reserve. 

Union Discipline 

Unions insist that their members obey certain rules, and prescribe 
penalties for violation. Union constitutions may describe the punishable 
offenses, the manner of trial, and the appeals that can be made to appellate 
union tribunals. When a union member charged with some offense against 
the rules has used up all of his rights within a union, he may under certain 
circumstances appeal to the courts for redress, although the courts frequently 
will refuse to intervene. Union discipline is often difficult for officers to 

Philip Taft, "'Dues and Initiation Fees in Labor Unions/" Quarterly Journal of 
Economics, February, 1946, pp. 219-32, 

® Taft, op, cit 
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maintain, especially in new unions. This problem relates not . merely to 
infractions of union and working rules by members, but also to local officials 
in their relationship with district and national officials of the union. Unions, 
like many business, social, and political organizations, have their internal 
bureaucratic clashes and rivalries. These not only disturb internal relation- 
ships but also sometimes good relationships with employers. 

In a larger sense, the problem of discipline is involved in jurisdictional 
disputes. These disputes are more common among the well-established 
unions of the AF of L, Two AF of L unions in, say, the construction field 
may both claim jurisdiction over a certain part of the construction or in- 
stallation work. The employer may be willing to deal with either one or 
with both, but each claims exclusive jurisdiction. If either one is given tlie 
job by the employer the other one may call a strike. Jurisdictional disputes 
are often settled by agreement in favor of one union; occasionally the 
employer must in effect hire both unions to do tire work. 

Jurisdictional disputes may arise as a result of changes in materials (e.g., 
metal doors instead of wooden doors), methods of work, or the effort of a 
stronger union to invade the jurisdiction of a w^eaker one (a practice called 
union imperialism). Jurisdictional disputes have arisen as a result of the 
rivalry among the two major national labor organizations. The AF of L and 
CIO might attempt to organize the same industry or plant, or each might 
seek to enlist an independent union or capture membership from the other 
in a given plant. In the ensuing conflict the employer and the public may be 
damaged or inconvenienced. The rivalry among different unions, and even 
among locals in the same national union, is sometimes fully as intense as 
the rivalry among competing business firms. 


Union Labor and Nonunion Labor 

Union membership is by no means universal in the United States. Mem- 
bership totaled about 15 million persons in 1946, covering principally the 
skilled trades and wage earners in the large manufacturing plants. This 
number is about two fifths the total emf)loyees working for wages and 
salaries who numbered more than 40 million in 1946. Organized labor is 
nevertheless a potent if not an entirely cohesive minority. To si 3 eak of 
'labor' as a single group is no more realistic than to speak of ''business" 
as a group, or "farmers" as a group* Of course, on certain issues most busi- 
nessmen may react immore or less the same w^ay; so also do wage earners 
or union members. Among w^ge earners, as among businessmen, market 
interests may clash., Jurisdictionar. strikes are an example. Similarly, if one 
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union, such as the coal miners, goes on strike causing great numbers of other 
union (and nonunion) workers to lose their jobs and income, the latter may 
regard the strike with ill grace. 

The cohesiveness suggested by the general appellation ^labor ^ is weak- 
ened, too, by disaffection among wage earners. Some resist membership 
even though most of their fellow workers in the pccupation are members. 
And some join unions because they regard the union membership card as 
a "work permit.’’ The rapid loss of membership in a union on certain 
occasions, a few of which have been mentioned in the history given earlier, 
reflects this lack of loyalty on the part of some of the membership. 

These points do not suggest a weakening of organized labor. On the con- 
trary, union organization seems destined to grow and become stronger, 
paralleling to an extent the growth and concentration among business or- 
ganizations. Diversity of interest in an economic sense, personal disinclina- 
tion to submit to organizational discipline, and organizational (or bureau- 
cratic) conflicts are found in this aspect of economic life as among the 
entrepreneurial groups. 


CHAPTER 29 

Labor-Management Relations 


Organized labor is interested principally in obtaining increased wages 
and other advantages for its members by bargaining with employers. Some 
unions, in addition to promoting better terms from employers, have long- 
established welfare activities, such as unemployment, old age, sickness, 
and death benefits as well as social activities. Occasionally unions enter 
into politics; and some regard the union movement as the vehicle 
of radicalism. Social and political aims, particularly as expressed by intel- 
lectual leaders, are more common in the European labor movement than 
in the United States, where unions have had a more limited program, one 
which has been succinctly if not entirely accurately summed up by "more, 
now.’’ Interested primarily in bargaining, the American union movement 
has earned the name ""business unionism/’ In their bargains with employers 
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unions have confined themselves largely to the immediate questions of 
wages, hours of work, and other conditions of emj)loyment. Like all other 
sellers, or selling agencies, they regard the immediate bargain as the im- 
portant issue. The larger economic issues affected by their wage bargains are 
usually given no consideration. Indeed, when they do relate their activities 
to the general issues of prices, income distribution, and production costs, 
unions tend to behave usually in tlie same manner as employers-identi- 
fying the general interest with their particular interest. 

In bargaining over wages and other aspects of employment, the imme- 
diate conflict of interest is apparent; it is substantially the same as the 
conflict between buyers and sellers in all market transactions. Wages are 
in general the principal cost of production to the employer paying them. 
Thus an increase in wage rates is likely to mean immediately a reduction 
in the employers’ income unless the employer can pass the higher wage 
on to his buyers in the form of a higher price, or oflFset the wage increase 
by reducing other costs of production. For employees wages are means of 
livelihood and well-being, the prices of their services. The wage bargain 
is therefore simply a wrangle over a price in which both sides exert their 
respective advantages to the utmost to get the best possible deal. The 
employer usually has one general advantage, namely, his superior financial 
posfition. Unions have sought to offset this by collective action, which enables 
them to make a fight over wages a more costly matter to the employer. 

Union-employer relationships have changed over the decadejj, and the 
change has been toward less drastic (for the persons involved) conflicts in 
disputes. In the present period major strikes come and go without the 
bloodshed that was not uncommon a few decades ago. The change has 
come about largely because of legal restrictions placed on employers, for- 
bidding them to carry on antiunion activities and forcing them to bargain 
with unions, and because employers have progressively become more 
willing to bargain collectively. Employer tactics have generally changed 
from recalcitrance and opposition to practicing the arts of persuasion around 
the bargaining table. The tactics of unions have changed also in the course 
of their development, but unions still have available a number of weapons 
for use during a contest of strength. 

LABOR WEAPONS 

Strikes 

A union’s principal weapon is the strike, which is an organized with- 
drawal of workers from their jobs for the purpose of exercising economic 
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pressure upon an employer to force concessions from Mm. The simplest 
kind of strike is against the single employer and may be conducted by a 
single craft or by all the workers employed in one plant. Interfirm strikes 
are strikes affecting a number of firms engaged in the same industry. If 
enough firms are affected such strikes take on the aspect of general strikes 
(defined below). Sympathy strikes are called not to redress a grievance, 
but in support of or in sympathy with other workers who claim a grievance. 
In the building trades, no craft will remain on the job while one of the 
other crafts is on strike. The refusal of workers to cross picket lines is an 
example of a sympathy strike. Sit-down strikes are strikes in which the em- 
ployees cease work but remain at their places of employment.^ ''Quickie' 
strikes are usually called suddenly without prior notice or warning, being 
designed to paralyze production quickly and so force negotiations. A "slow- 
down" strike is a demonstration in which employees remain on the job but 
perform less than their normal quantity of work. 

General strikes may involve an entire community or even an entire na- 
tion. They involve a suspension of work by the entire body of organized 
labor in the area, excluding customarily workers who perform services vital 
to the public health and safety. General strikes usually Lave political aims— 
pressure for some governmental change either in policies affecting organ- 
ized labor or in the political make-up of the government A number of 
national general strikes have occurred in Europe, the most important being 
the British general strike in 1926. This strike was called in support of the 
coal miners because the majority of British labor leaders and workers were 
convinced that the coal owners were seeking to destroy the union and so 
retard the national labor movement The strike was lost, and the conse- 
quence was the enactment of a law forbidding strikes for political purposes. 
This law was repealed by the Labor government in March, 1946. No na- 
tional general strikes have taken place in the United States, or has one 
ever been seriously contemplated. There have been local general strikes 
in Seattle in 1919, in San Francisco in 1934, and (briefly) in Oakland in 
,1946.'' 

The general strike is a dangerouis weapon for labor for it is usually so 
destructive in effect that the government must intervene to stop it, If a 
general strike lasted any period of time, it would inevitably force authori- 
tarian intervention, for no government can allow a sudden strangulation of 
community existence without abdicating its powder. Consequently labor 
leaders are reluctant to resort to this extreme weapon. 

Strikes cause serious economic losses; this is perhaps the most important 

^ They were widely used during the extensive organizing drives of tlie CIO in 1937, 
but as a result of adverse court rulings thislechnique has been largely discontinued. 
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argument against a too ready use of this weapon. Strikes can be tolerated 
in a free economy, but their undesirability need not be gainsaid. Never- 
theless, it is sometimes easy to overemphasize the losses resulting from 
strikes, for the extent of the losses differs from industry to industry and is 
variously dependent on business conditions. A strike in a seasonal industry 
might simply mean the shifting of the work season, so that the time lost 
during the strike will be made up in a normally slack period. In a highly 
competitive industry a strike against one firm may lead to the placing of 
orders with competitors, so that the losses incurred by one firm and its 
workers might be offset by gains to other firms and their workers. However, 
a strike in an industry producing a perishable commodity and one that 
cannot be adequately supplied by other firms, e.g., newspapers, will lead 
to permanent losses. The indirect losses caused by strikes must also be 
considered. A prolonged strike in the coal industry, or a sus|)ension of 
streetcar service, leads to severe losses for firms and persons not parties to 
the dispute. 

Picketing 

Picketing is a means by which unions enforce and publicize strikes. It 
consists of workers patrolling before the plant, usually advertising their 
grievances or opinions by means of banners. It is a means of announcing 
the existence of a labor dispute and of discouraging or preventing non- 
strikers from returning to their jobs. Peaceful picketing is permitted, even 
though it is designed to exercise pressure upon the employer. Under a 
decision of the United States Supreme Court in Thornhill v. Alabama (310 
U.S. 88, 1940), peaceful picketing is a lawful form of communication. Work- 
ers have a right to announce the existence of a labor dispute and to seek 
to persuade others not to work for an employer engaged in one. But not 
all forms of picketing have been recognized by the courts. Mass picketing 
was enjoined in a number of strikes during 1945 and 1946, and the United 
States Supreme Court has upheld an injunction prohibiting mass picketing; 
for while picketing is protected as a form of free communication, the courts 
may outlaw the type of picketing which promotes violence. 

Boycott ' ' ' ''V/;/ 

The boycott is not a potent weapon but it is still widely used. A boycott 
is an organized withdrawal of patronage from an employer who is in dis- 
pute with his employees.. Usually it is accompanied by efforts to induce 
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other miion members and union sympathizers from purchasing the goods 
of the allegedly unfair employer. It is in fact economic ostracism, to force 
concessions by nonpatronage. Boycotts may be carried out only by the work- 
ers immediately affected— primary boycotts— or they may take the form of 
persuading third parties not involved in the dispute to withhold patronage- 
secondary boycotts.^ Boycotts can be effective in consumer industries 
patronized heavily by wage earners, e.g., boycott against an overall manu- 
facturer might have fatal results to the employers business; and firms in 
other industries might be affected to a lesser extent. Another form of (sec- 
ondary) boycott is the refusal to handle goods or equipment produced by a 
nonunion firm. This can be very effective, for firms producing semifinished 
goods might find that workers employed by their customers refuse to handle 
their products. While such a boycott is technically feasible and has been 
used effectively in the past, boycotts have been most successful against 
producers of consumer goods. 

Political Action 

Political pressure has always been recognized as a weapon of unions but 
has also ar6used widespread differences among labor leaders. From its 
beginning, the American Federation of Labor avoided direct political ac- 
tion. The founding fathers of the AF of L and Samuel Gompers, its presi- 
dent for many years, believed— and they had in view predecessor organiza- 
tions such as the Knights of Labor— that direct political activity by unions 
would lead to serious division in the ranks of labor. Since the affiliated 
unions of the AF of L are independent and autonomous, there has always 
been a minority of unions which urged more active political participation 
than was practiced by the central organization. 

After World War I the hostility of the courts, as well as of state and na- 
tional governments, forced the AF of L to abjure its neutrality in politics, 
and in consequence the nonpartisan policy of supporting friends of labor 
and opposing its enemies was evolved. In the Congressional elections labor 
campaign committees were usually appointed, and attempts were made to 
defeat known opponents of unionization. In Presidential campaigns the 
AF of L has avoided committing itself except in 1924 when it endorsed the 
candidate of the Progressive party. With the expansion of labor unionism 
in the 1930’s, a number of unions organized Labors Non-Partisan League, 
which actively contributed to the Democratic victory in 1936. Much more 
important was the CIO Political Action Committee, organized in 1943. It 

- The Taft-Hartley Act of 1947 placed restrictions on secondary boycotts. 
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was active and powerful in the elections of 1944, but had less success in 
the Congressional elections of 1946. Many of its supporters, moreover, were 
nonunionists presumably concerned with promoting labors economic and 
political interests. 

COLLECTIVE BARGAINING 

Collective bargaining is a means whereby the terms of work are deter- 
mined by the employer or by a group of employers negotiating with a group 
of employees normally acting through union representatives. Collective 
bargaining can be better understood by comparing it with individual bar- 
gaining. Under the latter condition the individual worker must usually 
accept the terms of the employer, although the employer is himself not a 
free agent: he cannot set an arbitrary rate of pay, for his wage offer must 
take into account conditions in the labor market, area rates of pay, and 
other relevant matters. Markets are not perfect, however, and the employee 
negotiating for himself may, because of his own lack of knowledge or 
the employer's superior bargaining position, strike a poor bargain for him- 
self. The higgling of the market is seldom achieved in individual bargain- 
ing, as one may discover by observing the hiring of help at a large unor- 
ganized plant. A rate is set, and the applicants must either accept or reject 
it. Of course rates cannot diverge markedly from the going rates for the 
type of skills required. Nevertheless, a single employer, especially a large 
one, has some latitude in the setting of the terms of employment, while 
the' unorganized worker has virtually none. In contrast, collective bargaining 
implies negotiations, argument, and higgling before agreement over terms 
and conditions of employment are reached. 

As soon as a plant reaches a relatively large size it becomes difficult if 
not impossible to negotiate an agreement with the entire group of workers. 
Therefore collective bargaining is usually conducted, at least on the em- 
ployees’ side, through committees representing all workers covered by the 
negotiations. In a number of industries the employers also act through a 
representative committee. The simplest form of collective bargaining is 
the type carried on by the representatives of the wage earners with a single 
employer. In industries such as building construction, clothing, and local 
trucking, the employers may combine into an association and deal with 
the uiiion or unions through an elected committee. Also, regional groups of 
employers often combine together for the purpose of dealing with the 
union, as in over-the-road trucking. National collective bargaining exists in 
the bituminous coal-mining, and railway industries, and in glass-bottle 
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blowing. Representatives of virtually all the employers meet with a union 
(or unions) to decide the terms of employment. 

The individual worker, although aware of his own needs, lacks a detailed 
knowledge of business conditions or of area and industrial wage rates. He 
is not trained or experienced at bargaining. Securing a job is of much more 
importance to him than is the addition of a single worker to the employer. 
An employer can protect himself in the employment bargain by providing 
eflFective supervision and if need be by fines and deduction from employee 
wages for spoilage and poor work. On his part, the individual worker often 
cannot hold the employer strictly to the employment bargain. These dis- 
advantages can to some extent be reduced by collective bargaining, spe- 
cifically by requiring more precise definition of the reciprocal rights and 
duties of employers and employees, and by providing procedure for review 
and appeal of arbitrary action of this nature by the employer or employee. 

Coverage of Union Agreements 

The culmination of the bargaining process, if agreement has been 
reached, is a written contract. The spread of union organization in recent 
years increased the number of workers covered by union agreements to 
15 million by .1946*. About 70 per cent of all production workers in manu- 
facturing are working under union agreements. Railroad unions cover more 
than 95 per cent of all workers in tire industry. Major companies in steel, 
automobile production, rubber tire manufacture, aluminum, cement, and 
shipbuilding industries are unionized. Building construction in the large 
cities is conducted under union agreements. Both the mens and women’s 
clothing industries are almost completely organized and under union agree- 
ments. Textiles are now fairly generally produced under union contracts 
in the northern part of the country, and the unions have made some gains 
in the last stronghold of antiunionism, the South. Maritime transportation, 
except for a few tanker companies, is unionized. Longshoring on the Pacific 
is mainly in the hands of the CIO; on the east coast the International 
Longshoremen s Association, an AF of L aflBliate, mainly controls. Even 
employees in specialty and department stores and in oflBces have joined 
unions (although not in great numbers) and work under union-employer 
contract arrangements. 

A union contract is usually divided into four parts: 

1. A preamble, which states the purposes and the scope of the agree- 
ment For example, a contract between a steel company and the 
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United Steelworkers of America declares tliat it is the "intent and 
pmpose of the parties . . , that this Agreement will promote indiis- 
tiial and economic relationships between the Union and the Corpora- 
tion" 

2. Legislative sections^ which are the heart of the union agreement. They 
constitute the working rules and cover wages, hours, overtime, 
and other conditions of employment. The detail with which spe- 
cific problems are handled is determined by the industry, the re- 
lations between the parties, and the history of union-management 
relations. For example, the agreement between a New England ma- 
chine-tool company and the International Association of Machinists 
covers hours of labor per day and week, holidays and payment for 
holidays, overtime rates, distribution of work, pay for reporting-in 
when no work is available, lunch periods, bases for vacations, senior- 
ity, minimum rates of pay, handling of grievances, union recognition, 
and arbitration of unsettled disputes. 

3. Terms providing for a judicial system to settle differences which arise 
over interpretation of its terms. 

4. Provisions which state terms and means of enforcing the contract. 

Most of the subjects covered by union agreements are self-explanatory. 
Some discussion is warranted, however, on several topics involved in agree- 
ments. 

Senioritij refers to tlie right of the worker to relative preference if 
he has been employed longer by the company than other employees. 
If, because of shortage of work for all of its employees, the company is 
forced to lay off some members of the working force, those who have had 
the shortest service with the company are laid off first. Seniority is also 
followed in rehiring, the, workers with the longest seniority being the first 
rehired. In some cases seniority determines not only layoffs and rehiring, 
but promotions in the ranks of nonsupervisory labor. Thus, on the rail- 
roads a locomotive fireman^s promotion to engineer is governed by senior- 
ity, as is promotion from trainman to conductor. Under some seniority 
clauses, a worker can claim the best job that his seniority will allow him 
to hold. Preference is based on seniority, and a worker with higher senior- 
ity can oust or "bump" a worker of lower seniority. 

Some seniority clauses include a provision that seniority will apply when 
skill and eflSciency are equal, but a rigid insistence upon that provision by 
management is likely to lead to difficulties unless differences in skill are 
readily measurable or are obvious. 
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Seniority rules were first applied on the railroads, but in recent years 
they have been widely introduced into manufacturing industry. Seniority 
begins on the first day of employment and continues throughout the dura- 
tion of the employee's services. It has been maintained by some critics that 
seniority is inefficient because it places the burden of layoffs upon the 
younger workers. These charges may be true, but its defenders argue that 
seniority also serves to eliminate favoritism, protects the older worker who 
is not so mobile and might not be so easily hired by another employer, 
and sets up a labor pool upon which the employer can draw experienced help 
when needed. An employee who has been laid off will retain Ms senior- 
ity for a given period of time, but he must return within a limited number 
of hours when called back to work. 

Recognition refers to the status of the union in a plant A union may be 
recognized as the representative for its members only, or it may bargain 
for all workers, union and nonunion, in the shop. The open union shop is 
one in which union membership cannot be made a condition of employment 
but the union is recognized as the bargaining agent A closed shop requires 
all employees covered by the contract to be members of the union, ordi- 
narily at tlie time of hiring. Some contracts require the worker to join tlie 
union when he has been hired, while others require joining the union upon 
the expiration of a given number of days of employment. A preferential 
union shop— no longer a popular form—is one in which union men enjoy 
preference in hiring (and are the last to be laid off) but nonunion^ workers 
can be engaged if the union is not able to supply competent help. During 
the period of 1940-45, the pressure for a closed shop by the unions and tlie 
opposition of employers led to the development of a compromise-~the 
maintenance of membership requirement. Under this contract provision, 
union members or those who join during the life of tlie contract must, as 
a condition of employment, continue their membership in the union. Under 
directives of the National War Labor Board, workers were allowed a 15- 
day escape period in which tliey could , signify in writing their desire to^ 
withdraw from the union. A maintenance of membership or a closed shop 
clause is frequently accompanied by a checkoff of union dues. A checkoff 
requires the employer to deduct union dues from the pay of the employee 
and to remit these amounts to the union. The checkoff was first established 
in the coal-mine areas, and in recent years has spread to other industries. 

Union-management contracts usually set up judicial procedures for the 
review of differences tliat arise during the term of the agreement Differ- 
ences in interpretation of specific clauses are almost inevitable, considering 
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tlie wide variety of topics covered by the agreement. An employee may be 
dismissed, for example, and the claim may be made that dismissal is too 
severe a penalty for the infraction involved. The agreement may provide that 
in the first instance the union steward— a representative of the union em- 
ployed by the company (also called a union committeeman)— should attempt 
to settle the differences. If no agreement is reached, the contract may allow 
for one or more appeals, and finally for the submission of the dispute to a 
neutral party, called an arbitrator. 

Some union contracts provide penalties for violations by employees. At 
one time an unauthorized strike in bituminous coal mining was punishable 
by a fine of $1 per worker per day. Violation of contract by union members 
is sometimes covered by 'management security’’ clauses which provide 
penalties against the offending worker, such as denial of employment rights, 
loss of bonuses, or diminution of vacation pay. 

GOVERNMENT AND TRADE-UNION ACTIVITY 

Government attitudes toward trade unions have evolved over a period 
of 150 years from open hostility to protection and even promotion. The 
judicial doctrine which dominated the courts in the early cases dealing with 
labor was originally enunciated in the English courts. The main principle 
of this doctrine was that a group acting together has the power to inflict 
injury not possessed by the single individual. Thus, if a group of persons 
combine to accomplish an unlawful act, their mere combination is in itself 
unlawful and a conspiracy, although combination for a lawful purpose is 
not illegal. In cases involving social and economic questions, of course, 
the notion of what constitutes a proper purpose is influenced by social and 
economic predilections. American labor unions were first organized in an 
intellectual and moral environment of individualism which steessed self- 
help and laissez fawu The conspiracy doctrine was the basis for the prose- 
cution of the Philadelphia Cordwainers in 1806, in which the defendants 
were in fact charged with conspiring to raise wages. In the course of time, 
some modification of this doctrine took place when the test became 
whether the purpose of combination was to inflict injury upon another. 

The opinion of Chief Justice Shaw in Comrnonwealth v. Hunt (1842) 
marked an important turning point in the attitude of the courts. The 
opinion defined a conspiracy '^as a combination of two or more persons, by 
some concerted action, to accomplish some criminal or unlawful purpose 
or to accomplish some purpose not in itself criminal or unlawful, by crimi- 
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nal or unlawful means/’ ^ In other words, the mere combination of workers 
could not be held as unlawful, but the test was the motives that gave rise 
to the action. This decision concluded that to raise wages by trade-union 
action unaccompanied by fraud, force, or intimidation was not illegal. The 
question of intent, therefore, became a guiding consideration. In other 
words, if the purpose is to injure the action is obviously illegal; if the in- 
jury is incidental to the object of benefiting labor, then the action is proper. 


Injunctions 

With the expansion of union activity in the 1880’s and 1890’s, unions were 
increasingly harassed by injunctions. The injunction is an order issued by 
a court of equity to restrain the performance of certain acts which, if com- 
mitted, would inflict irreparable injury. A person w'hose property is dam- 
aged by another can sue to recover in the courts; but if the person inflicting 
the injury has no assets or the loss cannot be covered by a money payment, 
the remedy is obviously vain. The injunction is therefore a means whereby 
a person can prevent losses which are not recoverable through normal legal 
channels; in cases of labor disputes employers frequently appealed to the 
courts for injunctions against unions to restrain their actions. 

Violations of an injunction can be punished by a citation and punish- 
ment for contempt, and thus union officers and their members can be 
severely restrained in many actions. Appeal to higher courts against in- 
junctions is possible but also time-consuming and expensive. Frequently, 
in labor disputes the issues involved are settled and forgotten before the 
legality of an injunction is settled. Union activity is, moreover, seriously 
hampered during the period required to take the legal steps necessary. 
Unions became aware of the menacing riature of this instrument in the 
1890’s, and made efforts to curb the use of injmiGtions by the courts. Com- 
plaints were especially loud against blanket injunctions which restrained all 
persons, known and unknown. Not until 1932, with the passage of the Norris- 
LaGuardia Act, was the use of injunctions by the federal courts curbed. 
A number of states enacted legislation patterned after the federal act. The 
importance of the injunction procedure came to the fore in the coal strike 
during the winter of 1946-47 when it was used by the Federal government 
to restrain the president of the United Mine Workers" Union from voiding 
a contract covering government operation of the mines. The use of an 
injunction in this case by the government was upheld by the Supreme 
Court, 

® Metcalf 111, 45 MassacKiisetts 111 (1842). 
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The Antifrust Laws 

Not only were strikes subject to injunctions, but after 1890 the unions 
found themselves subjected to prosecution under the Sherman AntitiTist 
Law. The Sherman law forbade combinations in restraint of trade or com- 
merce among the states or witli foreign nations; criminal and civil penalties 
could be imposed, and those injured by prohibited action could sue to 
recover triple damages plus costs. The law was directed against industrial 
combinations, but it was also applied to labor unions by the courts. 

In the Danbury Hatters’ case/ the United States Supreme Court held 
the hatters’ union and its members guilty of violating the antitrust law. In 
an attempt to impose the union shop, a strike was called and boycott of 
Loewe hats followed. Sales fell and the company claimed in bringing suit 
that it lost $80,000 as a result of the boycott. Individual members of the 
local were liable for the damages, and many would have suffered heavy 
financial losses had not the American Federation of Labor raised most of 
the funds to pay the damages awarded. In the Buck’s Stove and Range 
Company case, die American Federation of Labor and its afiiliates were 
enjoined from conducting a boycott against the products of the company. 
Disobedience of the order led to the prosecution of three leaders of the 
federation. The United States Supreme Court upheld the right of the courts 
to prohibit an unlawful boycott. 

Partly as a consequence of labors opposition to the power of the courts 
in the issuance of injunctions, the Clayton Act (1914) included section 6, 
which declared "'that the labor of a human being is not a commodity or 
an article of commerce”; antitrust laws were therefore held to be inap- 
plicable to the legitimate activities of labor. But unions were not freed of 
responsibility by this legislation. A series of court decisions in the 1920’s 
upheld severe limitation of picketing and boycotts by the courts. 

Norris-LaGuardia Act T932 

: The labor movement redoubled its eflForts to limit the use of injunctions 
in labor disputes and in 1932 Congress enacted the Norris-LaGiiardia Act. 
The law regulates the issuance of injimctions in labor disputes. It requires 
that certain conditions must be met before labor activity is enjoined; it 
broadens the meaning of a labor dispute so as to include secondary boy- 
cotts, and it curbs the power of the judges to punish for contempt in event 

^ Loewe v. Latphr^ MS IJ.S.' 2T4Xf90,8); Loewe y. Lawhr, 285 U.S. 522 (1915). 
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of violation. Restraining orders can be issued only in tlie event that testi- 
mony show's an irreparable injury to the complainants property will take 
place; moreover, the order is limited to five days. Tlie complainant must 
have complied with all laws and show that he has made reasonable efforts 
to settle the dispute. Injunctions can be issued only after testimony in open 
court, implemented by testimony and cross-examination of witnesses. Those 
charged with contempt not committed in the presence of the court can ask 
for a change of venue and a jury trial. A number of specific acts are listed 
which cannot be enjoined as an illegal combination or conspiracy. 

In a number of cases involving picketing, the United States Supreme 
Court has upheld the rights guaranteed by the Norris-LaGuardia Act. At 
present, the power of the federal courts to issue injunctions to private indi- 
viduals or firms is sharply limited, and the states, cannot outlaw picketing 
by blanket prohibition. They can, however, prohibit picketing in a context 
of violence. 

The Right to Organize 

Workers in their efforts to organize unions have confronted a variety of 
measures used by employers to prevent the fonhation and continuance of 
the unions. Among the obvious methods is the lockout— the refusal to keep 
members of a union employed. The employer refuses to deal with the union, 
and shuts down his plant: the lockout is a suspension of work initiated by 
employers. Another weapon of the employer is the black list, whereby one 
or more employers refuse to hire an otherwise competent worker because 
he is a member of a union. Some employers have not only black-listed 
union workers, but also required employees to sign an agreement not to join 
a labor union during their employment with the company. This is called 
a yellow-dog contract; and in Hitchman Coal Company v. Mitchell,^ the 
United States Supreme Court forbade the union from attempting to or- 
ganize workers who had signed yellow-dog contracts. The Court held that 
the yellow-dog contract is entitled to protection the same as any other legal 
right. 

The Flitchman decision extended protection to the attempts of employers 
to insulate their workers from the union organizer. In an earlier case, 
Adair v. United States ® the United States Supreme Court invalidated sec- 
tion 10 of the Erdman Act regulating interstate commerce, enacted in 1898, 
which forbade the discharge of an employee of an interstate carrier because 
of his membership in a union. The Court held that it was within the power 

25 U.S. 229 (1917). - ' , , , 208 U.S. 161 (1908). 



634 MANAGEMENT AND CONTROL OF ECONOMIC RESOURCES 

of a carrier to discharge workers for any reason whatsoever, including mem- 
bership in a union. Later in Coppage v. Kansas/ tlie United States Supreme 
Court invalidated a Kansas statute outlawing the yellow-dog contract on 
the grounds that tlie statute violated freedom of contract. 

While these decisions had an adverse effect upon the position of organ- 
ized labor, a countercurrent was developing at the same time. During 
World War I, the War Labor Board recognized the right of labor to organ- 
ize and to bargain collectively through representatives of its choosing with- 
out coercion by employers. These principles were not entirely forgotten 
even in the antiunion mood of the 1920’s. 

An important milestone in labor legislation was the enactment of the 
Railway Labor Act in 1926. This law forbade coercion, interference, or use 
of undue influence by either party over the self -organization of the other, 
and furthermore established a means of peacefully settling disputes. In a 
unanimous decision the United States Supreme Court upheld the constitu- 
tionality ® of this law. The practical result of the law was that an interstate 
carrier could not interfere with the organization and management of a rail- 
way union. 

A more important step was taken in the direction of protecting the right 
of labor to organize by the inclusion of section 7a in the National Industrial 
Recovery Act. This clause guaranteed labor the right to organize through 
representatives of its own choosing, and forbade the requirement that an 
employee shall as a condition of employment join a company union, or 
abstain from supporting or joining a union of his own choosing. (A company 
union is one financed, dominated, or controlled by the employer.) With the 
invalidation of the National Industrial Recovery Act in 1935, the power to 
enforce section 7a ceased. 

The National Labor Relations Act 

Under the New Deal administration organized labor continued to press 
for statutory protection of the right to organize. In 1935, the National Labor 
Relations Act was adopted. This law is applicable to all industries engaged 
in interstate commerce. Section 7 provides: 

Employees shall have the right to self-organization, to form, join or assist labor 
organizations, to bargain collectively through representatives of their own choos- 

7 236 U.S. 1 (1915). 

^ Brotherhood of Railway and Steamship Clerks v. Texas and Netv Orleans Raihvay 
Compamj, 281 U.S. 548 (1930). 
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ing, and to engage in concerted activities, for the purpose of collective bargaining 
or other mutual aid of protection. 

Section 8 of the law prohibits employers from interfering, restraining, 
or coercing employees in the exercise of their right to organize, join, or 
form labor organizations. Employers cannot dominate or interfere with the 
organization or the administration of a labor union, nor are they permitted 
to support a union organization financially. Employers cannot encourage 
or discourage membership by hiring or discharging, nor can they refuse to 
bargain with representatives of their employees. The law was contested 
in the courts, and the issue resolved itself into an interpretation of whether 
manufacturing industries were in "interstate commerce,” for the National 
Labor Relations Act was applicable only in industries engaged in inter- 
state commerce. In a decision of the Supreme Court the applicability of 
the law was upheld. ""Although activities may be intrastate in character 
when separately considered, if they have such a close and substantial re- 
lation to interstate commerce that their control is essential or appropriate 
to protect that commerce from burdens and obstructions, Congress cannot 
be denied the power to exercise that control.” ® In a series of cases sup- 
ported by the courts the act has been applied to small as well as to large 
plants, to utility plants, to newspapers, and to mining operations. While 
agricultural workers have been excluded, the act has nevertheless been 
applied to citrus fruit packing and to lettuce packing. 

The act created the National Labor Relations Board to administer its 
provisions. Complaints against employers'" unfair labor practices are sub- 
mitted to regional offices of the Board. If a basis for a complaint is found, 
a trial examiner holds a hearing, at which both the employer and the union 
can submit evidence. On the basis of the report submitted, the National 
Labor Relations Board may dismiss the complaint for lack of evidence, or 
order affirmative action, such as disestablishment of an employer-domi- 
nated union, or re-employment with back pay of employees discharged 
for union membership or activity. In the event the employer fails to obey 
the order, the Board can appeal to the United States Circuit Court of 
Appeals for enforcement. 

In addition to preventing unfair labor practices, the National Labor 
Relations Board is authorized to conduct elections to determine bargaining 
representatives. Whenever elections are held, the Board must determine 
whether the bargaining unit be a craft, department, or industry. Frequently 
this decision on jurisdiction is extremely important, especially if two or 

® Jones and Laughlin Steel Corp. v. National Labor Relations Board:, 301 U.S. 1 (1937). 
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more unions are contesting the election. For example, if in a lar^e steel mill 
a special bargaining unit is allowed for highly skilled patternmakers, it 
is likely tliat these workers might vote for a craft union. On the other hand, 
if a company or plant is the basis of the election, the skilled workers’ votes 
will be overwhehned by the relatively large number of votes of semi- 
skilled and unskilled workers. Problems of this kind have caused a great 
deal of contention among unions over the proper unit for bargaining pur- 
poses. 
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The Labor-Manogemenf Relations Act 1947 

A majority of spokesmen for industry attacked the National Labor Rela- 
tions Act from its beginning. Amendment of the law was prevented until 
1947, when Congress passed the Labor-Management Relations Act which 
changes in many respects the law of labor-management relations. Some of 
its provisions may be summarized. 

This law prescribes legitimate rights of both employers and employees, 
and describes and restricts certain practices of labor unions and employers 
which have led to unrest. The new act modifies the Act of 1935 by de- 
claring a number of actions of unions to be "unfair practices”; the orig- 
inal act was silent on this subject. These actions are: coercing individual 
employees to join a union; seeking the discharge of a worker in a union 
shop except for nonpayment of dues, initiation fees, and assessments; re- 
fusal of a union to bargain with the employer; and charging unreasonable 
initiation fees or dues. 

Unions or employers must give 60 days" notice before terminating a 
contract or before demanding changes in the terms of the contract They 
must also give a 30-day notification to the Federal Mediation and Conciliation 
Service before a contract termination. Existing contracts must remain in force 
during a 60-day period after such notice is given. Workers engaging in a 
strike during this 60-day ""cooling-oflF period” would lose their rights under 
the law, but would regain them upon being rehired. The act also provides 
that either party to an agreement may bring suit for damages against the 
other for breaching the agreement. 

In the event of a threat of a national strike in an industry vital to health 
and safety, the President may force a postponement of the strike for 80 
days by injunction, during which time an emergency commission, appointed 
, by the President, would investigate and report on the issues in dispute. 

: A union seeking certification from the National Labor Relations Board 
as a bargaining agent or requesting investigation of unfair labor practices 
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must file with the United States Secretary o£ Labor its constitution and 
bylaws, submit an annual financial report showing salaries of the three 
principal officers and all otlrer officers whose aggregate compensation in 
the preceding year exceeded $5,000* The report must also show the dues 
and initiation fees charged; the way in which officers are chosen; any re- 
strictions upon membership; the manner in which strikes are voted; and 
the manner in which money is spent. These reporting provisions are aimed 
at undemocratic practices of unions and domination of certain Tmions by 
their officers. 

Officers of unions seeking protection of the law must certify in writing 
that they are not members of the Communist party and do not believe in 
tlie violent overthrow of the government of the United States. This pro- 
vision is designed to weaken the position of communists in the few unions 
under communist control. 

Union welfare funds supported by employer contiibutions must specify 
the benefits to be given to the employee, must be annually audited, and 
must be jointly managed by employer and employee. Checkoff or deduc- 
tion of dues by an employer from the pay of an employee is allowed only 
when authorized by the employee in writing. Such authorization can also 
be revoked by the employee. Unions are not permitted to donate money 
for use in any national election, primary, or convention. 

This legislation is regarded by union leaders as a reversal of national 
policy in protecting the position of unions. By employers generally it is 
looked upon as a correction of the ‘bne-sidedness” of the original National 
Labor Relations Act. The effects of this 1947 legislation upon the position 
of unions, union-management relations, and union relations with their 
members cannot be judged at the time of writing. Union opposition and 
violation of the law will lead to a test of the constitutionality of many of 
its provisions; union political activity may lead to its change; and union- 
management contracts may in effect nullify some of the provisions. What- 
ever its eventual development may be, the Labor-Management Relations 
Act of 1947 represents in part a reaction against the growth in power of 
unions and in this respect is similar to legislative attempts to curb private 
power in industry. 

PEACEFUL SETTLEMENT OF LABOR DISPUTES 

Differences arising over terms of employment may be settled petcefully, 
i.e,, without resort to economic pressure by strikes and lockouts. Most dif- 
ferences are in fact settled in this manner, for at any one time there is 
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usually not more than a small fraction of the working force engaged in 
strikes. 

' Conciliation 

Conciliation and mediation are terms used interchangeably for the proc- 
ess whereby an outsider— usually a government officer— aids in the settle- 
ment of differences between a union and an employer by participating in 
discussions. The conciliator is usually an experienced person whose pres- 
ence is intended to clarify issues and prevent precipitous and perhaps 
unwise ending of negotiations by either party. Mediation is usually carried 
on by state and municipal ofiicials on an ad hoc basis, although some states 
have specific boards for this purpose. Usually the conciliating officer is 
from the state Department of Labor or the Federal Mediation and 
Conciliation Service, which was formerly a branch of the United States 
Department' of Labor and since 1947 is an independent agency. 

Voluntary Arbitration 

Another means of settling disputes is through arbitration, which consists 
of submitting the dispute to one or more outsiders who give a decision 
after hearing the evidence of both parties. Usually the parties are obli- 
gated to accept the decision. An arbitration board may be made up of a 
representative from each side, with one or more neutrals; or all of the mem- 
bers may be neutral. Arbitration may arise under two circumstances. A 
large majority of union contracts provide that during the term of the con- 
tract disputes that cannot be settled by negotiation will he submitted to 
arbitration. In a number of industries permanent arbitrator^ have been 
appointed, sometimes called impartial chairmen, to whom all unsettled dis- 
putes are submitted. Arbitration may also be used to settle disputes arising 
during negotiation of a new contract or renewal of a previous one. During 
the term of a contract both parties are usually required to submit unsettled 
issues to arbitration, but there is no such obligation when a new or renewed 
contract is being made. 

Compulsory Settlement of Labor Disputes 

Labor disputes may be settled by a government agency. In Canada com- 
pulsory investigation was established first in industries defined as public 
utilities. Ten days’ notice must be given by one party to the other if a 
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change in t^ie conditions of employment is intended. If a dispute over the. 
intended change develops, no strike or lockout may take place until a 
government-appointed fact-finding board has made its reports, after the 
submission of which a strike or lockout can be called. Basic to this arrange- 
ment is the belief that public pressure will force an acceptance of the fact- 
finding committee’s report. The use of emergency boards to investigate and 
report on disputes that arise in the interstate railroads in the United States 
is another example of the fact-finding method which delays direct action 
by the disputing parties. The Labor-Management Relations Act of 1947 
also provides for a fact-finding commission when the President uses his 
authority to obtain an injunction to delay a national strike iniiperiling 
public safety or health. 

Compulsory Arbifrofion 

Australia and New Zealand have experimented with compulsory arbitra- 
tion. In both countries unions voluntarily register with a government 
agency. Since employers are reluctant to deal with nonregistered unions, 
and since nonregistered unions cannot participate in certain types of gov- 
ernment activity such as voluntary arbitration and conciliation, unions have 
usually been eager to register. Disputes in New Zealand come before a 
Court of Arbitration which has authority to impose fines for violation of 
its decisions. At times employers have opposed the system, and at other 
times the unions, but it has worked reasonably well, especially under the 
Labor government. Labor problems are by no means suddenly solved by 
this method nor do all difficulties vanish. In most cases, there is a question 
whether the same ends cannot be attained by unhampered collective bar- 
gaining accompanied by a reasonable attitude on both sides, because a 
system of compulsory arbitration must be accompanied by such an attitude 
if it is to be successful. 

. SOME 'LARGER ISSUES 

The growth of large unions such as those in the steel, automobile, rail- 
road, communications, and other major industries, together with the con- 
centration of business control in the hands of a relatively small number of 
large corporations, raises some fundamental issues in American economic 
life. For what purposes will this economic power be used? The union offi- 
cial and the corporate executive are representatives of private group inter- 
ests, although both may profess a larger social interest. When the coal 
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indiistiy and other large-scale industries like the steel, automobile, and 
railroad iiidustiies, are hampered in their operation by disputes between 
employers and unions, the entire nation is affected. Both large com* 
panics and large unions, which are increasingly centralized in the hands of 
a small number of men, represent the private interest of respective great 
monopoly power. Both groups may affect prices— of labor and products— 
and both are at times in a position either to promote peace and a co-opera- 
tive spirit or to disrupt the national productive process. The rise of ''big 
government” has been in part necessary as a controlling force over the 
powerful agencies of concentrated industry and unionism. 

It is important, therefore, to regard tlie growth of unionism and the 
concentration of corporate control in terms of (1) the centralization of eco- 
nomic power, and (2) the purposes underlying the exercise of that power. 
Before concentration and centralization were so dominant in Industry and 
unionism, the disputes between unions and management were frequent 
and often violent, and always costly to the communities involved. How- 
ever, these disputes usually were localized. As botli paities grow in size 
their disputes become increasingly nationwide in scope. The coal and rail- 
road trainmen strikes of 1946 are dramatic instances of this phenomenon. 
Similarly important are the disturbances tliat occur in relatively small in- 
dustries producing essential parts for many other industries; labor dis- 
putes in the few finns supplying such parts can cause the disruption of 
production over a wide area. Thus union officials and the executives of 
the few firms have in a sense the responsibility for continuance of produc- 
tive activities in the nation. 

What are the issues in wage and working-condition disputes? From the 
corporate managerV point of view, granting a few additional cents an hour 
might raise production costs and reduce the profitability of the firm to a 
point of financial difficulty. The executive might also have an eye to the 
future. Although present business activity may warrant the wage rise, busi- 
ness might fall off a year hence and the increased wage costs might cause 
losses. In addition to these business considerations, the executive might 
fear that a wage concession will be interpreted by the union as a sign of 
weakness and so encourage further wage demands in the near future. 

The issue for management might be complicated by larger factors. If a 
film is part of a large industrial empire, the other industrial interests and 
possibly the large .bank or banks controlling tlie firm might look upon the 
dispute as a "test case” which will determine union demands upon other 
firms in the industrial empire. These outside industrial and banking inter- 
ests might insist upon "holding the Tine” to prevent high wage demands 
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being made against other firms. Furthermore, the flx*m might be impelled 
to resist demands because of personal factors. Union leaders involved may 
be personae non gratae; the firm's resistance to their demands could be de- 
signed to embarrass them, and possibly to encourage a rival faction within 
the union. Or, if the corporate management is under fire from important 
stockholders, a concession to the union— even though financially possible- 
might unseat the management. Or the management of the firm might have 
deep-seated personal objections to collective bargaining and refuse further 
wage concessions 'bn principle." 

Considerations from the union's point of view may be equally complex. 
The wage issue might be one that involves rectifying a number of "in- 
equalities" in the wage scales in the firm, i.e., some workers are paid 
a wage which is unfair in relation to other workers' wages. The union 
insists upon the higher average wage rate as a means of eliminating 
such inequalities. Or the wages in the firm might be somewhat lower 
than those paid by other firms in the same industry and in the same 
communities. If the firm is earning substantial profits, the union may sup- 
port its otherwise valid claim, by a dubious "ability to pay" argument. The 
union attitude in the dispute is usually influenced by its past relationships 
with the firm. If the firm had traditionally opposed the union and its past 
demands, the union for this reason might be adamant in its current de- 
mands. The union, too, might regard the wage dispute as a "test" case. 
Should its wage negotiations be regarded by the national union as tlie 
opening skirmish in a nationwide campaign to raise wages, the local union 
will be urged by the national board and by other unions to insist upon 
their demands with the possible inducement of financial and other aid if 
a strike ensues. Personal and organizational considerations determine the 
attitude of the union oflBcials in their negotiations as well as management. 
The position of the leaders might be threatened by a rival internal faction 
or by a rival union; success in negotiation may mean maintenance of control. 

From the point of the consuming public, the importance of a wage rise 
by the firm will depend upon whether the film passes all or part of the 
added wage cost to the selling price of its product. This depends in part 
upon the elasticity of demand for the firm's product. However, if the dis- 
pute is a "bellwether" case, the public's interest is much broader. The size 
of the wage increase and of the subsequent price increase, if any, will de- 
termine the extent to which the public's dollar depreciates in purchasing 
power. If all major industries follow the leader and raise both wages and 
prices, all who do not receive an increase in income corresponding to that 
received by the organized workers . stand to lose. The position of the dis- 
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abled, retired, and others on fixed incomes is worsened more than that of 
wage earners. 

The public s interest in strikes is even greater. Strikes in major industries 
are not simply private disputes. They throw workers in other industries 
out of jobs, disrupt production throughout the economy, and cut off or 
endanger services necessary to safety and health in a large part of the 
country. 

The growth of unions and the concentration of corporate enterprise has 
essentially transformed the collective-bargaining process, since it imposes 
upon both parties far-reaching economic responsibilities. The 'Industry- 
wide collective bargaining agreement” is a means by which responsibilities 
are joined in large industi’ies; in an economic sense, a monopoly of labor 
and a monopoly of enterprise decide—together—by negotiation and a con- 
tract the conditions of employment and the profitability of investment. In 
other industries, while a general contract is not executed, the terms decided 
by the union and a leading company set the pattern for contracts with 
other companies. The prices of the commodities produced, the profitability 
of investment in the industries concerned, wage rates in industry in gen- 
eral, the volume of output and income-all are influenced by the decisions 
thereby reached. Collective bargaining in the major industries as a conse- 
quence no longer remains confined to the private interests of the imme- 
diate participants. 

From this realization comes the major question of the present day. 
Should these huge aggregates of economic power be broken up, or should 
their relationships be rigidly controlled by government, or is there any 
other alternative? The break-up of monopoly has been attempted with 
dubious success; and breaking up the big unions by law promises no bet- 
ter results, if indeed it is politically feasible. Limiting the scope of unions’ 
activities, without affecting their size, is sometimes advocated. The aboli- 
tion of the industry-wide agreement by law has been proposed; other legis- 
lative proposals seek to limit collective bargaining contracts to a regional 
basis and even to the individual plant basis. This might merely multiply 
the making of contracts with little other effect, because each parb/ would 
tend to strive for uniformity in the terms which were advantageous to it. 

Another proposal, namely, governmental intervention to assure accept- 
ance of collective-bargaining terms, is in effect a negation of collective 
bargaining. At all points of dispute the decision of government would rule, 
and it is likely that tire economic considerations in the wage bargain would 
be replaced by political considerations. 

, , Fortunately, employers and employees get along for the most part. Dis- 
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putes over wages and other conditions of work normally affect only a small 
fraction of 'employed persons at any given time. The public interest is 
materially involved only when a vital productive service is disrupted, or 
when disputes range widely over the economy causing large numbers to 
be out of work, or when employers and unions raise both wages and prices 
to the disadvantage of the public at large. Government may, as it has 
attempted to do by the 1947 legislation, mitigate these diiBculties somewhat 
by defining the rights and responsibilities of both parties to the transac- 
tion, and by making both parties equally responsible under law. Legisla- 
tion, however, is no assurance against the abuse of power by either or both, 
for it may succeed only in establishing a third aggregate of power designed 
merely to establish the rules of behavior for the private monopoly power 
of unions and management. The issues arise fundamentally from the right 
of free association in tliis society. Differences of opinion and the at- 
tendant disputes are from a long perspective to be welcomed and not 
deplored, for they are symptoms of the right of free association. So long as 
these disputes remain economic in character the existence of a free society 
is not threatened; however, should the issues between management and 
labor become centered in opposing political camps, as they have in Europe, 
they would then become dangerous to the present form of American society. 

SOME ECONOMIC CONSIDERATIONS 

The wage- and salary-earning group accounts for about two thirds 
of the number of gainful workers. The income position of this group 
may be described on the basis of (1) its sJmre in national income, and 
(2) its average earnings on an hourly, weekly, or annual basis. 

During the prosperity of the late 1920 s, wages and salaries comprised 
between 65 and 70 per cent of total national income; the share in 1946 was 
approximately the same. In contrast, this group received 80 per cent 
of the national income of 1932. Thus the share of tlie total going to 
labor is somewhat larger in a period of depression than in a period of 
relatively full employment. The actual amotin^ of income received as wages 
and salaries, however, is less in depression than in prosperity. Another 
comparison of importance is the constancy of employees" share in the late 
1920"s and in the mid-1940"s. The aggregate income in 1946 greatly ex- 
ceeded that of 1929 but employees received about the same share of the 
total in both periods. 

For the amounts earned per hour, week, or year, the figures show con- 
siderable changes. Available wage data are not adequate to permit a full 
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comparison over a long period of time but a general indication may be 
obtained from certain large segments of the employee group. From 1914 
to 1946, tlie average weekly income of wage earners in manufacturing, 
railroading, and coal mining increased approximately 400 per cent. Over 
this period the cost of living approximately doubled; as a consequence the 
rise ill die real wage was less than die rise in money wages. However, the 
rise in prices and the resultant increase in living costs in turn are offset in 
some measure by improvements in die quality of many things comprising 
cost of living items. Real wages, therefore, have increased substantially over 
die three-decade period. 

From the late 1920’s to 1946, the average annual earning of all wage and 
salary employees increased approximately 60 per cent. In the same period, 
average weekly wages in manufacturing increased 85 per cent and similar 
advances were made in the railroad and coal-mining industries. Wage rates 
per hour advanced somewhat more, but hours worked per week were less. 
Again, part of diis increase in money income was offset by the somewhat 
higher living costs in 1946 compared with 1929, but the rise in real wages 
was nonetheless substantial. 

The evidence at hand thus indicates that wage earners in recent years 
are considerably better off than in the prosperous 1920's, and much better 
oft’ than in 1914 or during the 1930 s, if well-being is to be measured in 
terms of annual, weekly, or hourly real wages. 

The influences that determine the income and therefore tire material 
well-being of employees may be placed in two categories: (1) those gov- 
erning the level of national income, and (2) those governing the share or 
percentage of national income received by employees. 

The conditions governing the size of national output, income, and em- 
ployment have been discussed fully in Chapters 4 to 7. Of special impor- 
tance is the volume of investment expenditure when this is related to the 
saving-spending ratios of the economy as a whole. The growth of national 
income and output over a period of time is possible, if the volume of invest- 
ment increases, and if the propensities to invest and to save correspond. In- 
vestment in capital facilities adds to productive capacity; the progress of 
technology and the increase in the supply of labor in the course of time 
also augment tlie nations productive capacity. The relatively full use of 
this productive capacity creates the real and money income which permits 
a rise in the material wdl-being of employees, and other groups as well. 

The influence of unions on the level of national output is difficult to assay. 
Their direct influence is limited. To the extent that umons are able to con- 
trol the quality and quantity of effort expended by their members while 
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at work, they can influence output per man as well as aggregate output. 
Some unions encourage increased output per hour or day on the part of 
their members; others are indifferent; still other unions actually limit out- 
put by restricting the amount of work done. The net effect on national 
output can hardly be measured. Beyond this, unions have no direct influ- 
ence, for they are not important investors in the sense relevant here. Nor 
by their expenditures do they add to aggregate demand otherwise, for the 
funds they spend are drawn from their members' income and would prob- 
ably be spent in any case. 

It is conceivable that unions can exert an indirect influence on the level 
of national output and income by means of the spending-saving ratio. That 
is, if unions succeeded in securing for employees a larger share of total 
national income through wage increases, the spending ratio would tend to 
rise. Whether this would be conducive to future increases in output, in- 
come, and employment would depend upon the state of long-term profit 
expectations and the effect of wage advances on these expectations. If 
these profit expectations were not very optimistic, and if the wage increases 
did not make them still less optimistic, then the larger volume of consumer 
expenditure (because of wage increases) would bolster output. These are 
indirect influences favorable to expansion. It will be remembered 
that the mature economy thesis places considerable confidence on these 
indirect influences, while the expansive economy thesis takes a contrary 
view?'^ 

Consider now the influences governing the share of total income received 
by employees. This share was, as previously stated, about the same in 1946 
as in 1939 and 1929. The influences regulating this share include (1) wage 
rates, (2) tlie amount of capital employed in production, (3) and the nature 
of business organization. 

An increase in wage income, not offset by (1) a rise in prices of goods 
produced, and (2) an increase in output per worker, would increase the 
share of total income going to employees. Unions succeed in obtaining 
higher wages for their members. In spite of sizeable wage increases, how- 
ever, the share of national income received by employees was no greater 
in 1946 dian in 1929. This need not mean that the efforts of unions to bet- 
ter the income position of wage earners availed nothing. Had unions not 
succeeded in securing wage increases of the magnitude attained, 'the share 
of employees in total income might have fallen. This is a moot point. The 
wage increases— comparing 1946 with 1929— have been balanced by a rise 
in other kinds of income and by the introduction of new and improved 

See Chap. 7, pp- 153-65. 
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technology, for wage and salary costs (income) have remained at ap- 
proximately two thirds of national income. The relationships between 
wages, prices, and technological developments (to reduce labor costs) 
are therefore complex. A wage increase in some instances might induce 
a price rise, or it might lead to the introduction of laborsaving machinery. 
On the other hand, a wage increase might follow such changes partly be- 
cause of union action and partly because of other labor market conditions. 
A combination of these relationships, in the years under discussion, un- 
doubtedly operated to leave the share going to employees unchanged. 

The efEect of a growth in the amount of capital employed in the produc- 
tion of national output was suggested in the foregoing. If an increase in 
capital occurs with no concomitant increase in the demand for wage earn- 
ers, the wage earners’ share in total income will fall. In some instances 
unions have resisted the introduction of capital facilities that displace labor. 
In general, however, they have rather emphasized the payment of higher 
wages as production has increased with the growth of capital. Wages will 
tend to rise with the increase in capital in any case because, as capital re- 
sources grow, labor becomes relatively more scarce and its marginal product 
increases. The influence of unions tends to make such wage increases more 
quickly responsive to the growth of capital. 

The share of total income going to wage and salary workers is affected 
by the character of business organization. The growth of monopoly might 
be expected to increase the nonlabor share in total income. As sellers of 
goods and as buyers of labor service monopolists can derive substantial 
advantages. Unions have no influence on the monopolists’ sales strategy; 
however, by confronting the monopolistic buyer of labor service with a 
monopoly in the supply of labor service, unions are in a position to reduce 
the advantage of the former. Indeed, it is in the industries dominated by 
large corporations that tmions in recent years have grown most rapidly. In 
these industries hourly wage rates tend to be higher, having increased rela- 
tively more, than in the less concentrated industries. To some extent unions 
are responsible for tliese wage advances, although the growth of capital as 
such in large industries had led to higher wages before unionization was 
effective. 

To sum up, die amount of income that wage earners receive and the share 
of the total going to them both depend upon the size of the national income; 
and the share in turn is furthermore influenced by wage rates, the amount of 
capital, and the structure of business organization. Although unions have 
little to do directly— and possibly not much indirect^— with the forces that 
govern the size of the national output and income, they are in a position 
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to influence the other factors. They do so by virtue of control over given 
parts of the’ supply of labor service. Those workers who are embraced by 
union organizations are in a relatively better position to secure income 
advantages than unorganized workers as a whole. Wage rates of union 
workers are in general above unorganized workers in similar types of work. 
However, the advantages of unionism arise partly because of the limited 
coverage of unions. If all wage earners were organized some of the special 
advantages, including increased wages, of organization would disappear. 


CHAPTER 30 

Government and the Economic 
System 

Governmental participation in the economic affairs of the nation has 
grown and changed significantly in the course of this country's history. At 
the present time, the federal, state, and local governments exert an important 
and pervasive influence, partly because of their own activities (such as 
national defense and public education) and because of their regulation of, 
or influence upon, the decisions of other economic agents. To weigh the 
role of government in the economic life of the nation is indeed difiBcuIt. 
Governmental expenditures as a component of aggregate demand have 
ranged in recent years from 15 to nearly 50 per cent of total expenditures 
for the commodities and services composing the national output. But the 
influence of government is by no means limited to its share in the aggre- 
gate demand for national output. By its innumerable regulations of business 
behavior, tax policy, labor legislation, and other forms of participation, 
government affects the decisions of other sectors of the economy, both 
in their expenditures and in their use or allocation of economic resources. 

The economies of western Europe, Great Britain, Canada, and the 
United States in the nineteenth century were characterized by a 
laissez-faire policy and a philosophy of economic liberalism. The role of 
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government in economic affairs was relatively slight, for in the spirit of the 
age an exaggerated individualism was foremost. But an economic system 
founded on individual private enterprise, with markets and prices as the 
mechanism to co-ordinate the decisions of individuals, cannot exist as if 
in a vacuum. Such a system requires a framework of political stability, of 
orderly government, such as established for this country by the Constitution. 
Some amount of law and order is required so that the production, exchange, 
distribution, and consumption of economic goods and services can proceed 
at all. But even when, as in the nineteenth century, the functions of gov- 
ernment were at a minimum, the role of government was not a passive one. 
Government provided aids of both a general and a particular type to tlie 
economy, to encourage its growth and development. The provision of a 
standard system of weights and measures, the construction of postal roads, 
the establishment of a patent system giving monopoly rights to inventors, 
together witli the formation of a money system and the subsidization of 
manufacturing through tariff duties, were among the first "controls” over 
private enterprise. These controls were clearly promotional rather tlian 
restrictive. In the course of time the growth of controls— to promote busi- 
ness activity, to regulate this activity, to restrict certain types deemed un- 
desirable, and to protect industries or groups— has proceeded far, so that 
at present the American economic system is far removed from the economic 
liberalism of the last century. Economic and social problems, war and other 
national emergencies, have called forth the extensive participation of gov- 
ernment in spheres once considered the exclusive domain of the individual 
and of the impersonal operations of the market 

The role of government— whether it be highly restricted or all-pervasive— 
is defined and sanctioned by law, by judicial interpretation, and by the 
sentiments and views of the politically dominant portion of the public. 

CONSTITUTIONAL PROVISIONS 

The Constitution broadly defines the spheres in which government may 
actively intervene as well as the rights of the individual in the conduct of 
his economic activities. This document is by no means solely or even 
largely an economic blueprint, but it does establish basic legal precepts 
relMing to the economic role of government. In the course of time, 
both through amendment and changing judicial interpretations, this role 
has broadened enormously. The Constitution's economic provisions may be 
. traced from the economic and social problems confronting the nation in the 
immediate post-Revolutionary war years. With the close of the war Euro- 
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pean goods flooded tlie American market, threatening the small industries 
of tlie period; at tlie same tim§ European countries discriminated against 
American imports. These problems were intensified by interstate tariffs, as 
each state sought to foster industry or raise revenue at the expense of others; 
state governments depreciated their currencies, passed laws impairing 
creditors and favoring debtors, and otherwise threatened the position of 
the propertied groups. The Constitution in its economic aspects sought to 
protect the new economy from disruptive foreign policies, from the divisive 
actions of the separate states in the Confederation, and from inroads upon 
personal and property rights by "irresponsible” groups. The powers granted 
to the Federal government were limited but nevertheless adequate ta guard 
against these disruptive influences. 

Of great importance is the power to regulate commerce with foreign 
countries and among the states. The “commerce clause” grants to the 
Federal government jurisdiction over interstate commerce, and in the course 
of time became the constitutional basis for the regulation of many forms 
of economic activity; indeed, the first major control instituted by the Fed- 
eral government over business— railroad regulation— was based on this con- 
stitutional power. In recent decades Supreme Court interpretations have 
greatly extended the jurisdiction of the Federal government to economic 
activities formerly regarded as beyond its power; for example, in the Jones- 
Laughlin decision upholding the National Labor Relations Act, the Court 
held that labor relations in mass production industries directly inter- 
state commerce, i.e., a stiike would stop interstate commerce, This inter- 
pretation brings within the orbit of federal control any industry whose 
activities may affect interstate commerce, or any problem which may be 
construed by Congress and the Supreme Court to affect interstate com- 
merce. 

Both the Fifth and Fourteenth Amendments to the Constitution have 
decisively influenced the economic life of the nation. The Fifth Amendment 
provides that “no person shall ... be deprived of life, liberty, or property, * 
without due process of law . . . the Fourteenth “Nor shall any State 

deprive any person of life, liberty, or property without due process of 
law. . . The effect of the “due process clause” has been to safeguard 
private property and private enterprise from governmental encroachment. 
Judicial interpretation of these constitutional amendments has also varied 
considerably. In 1895 the Supreme Court held an Illinois eight-hour law for 
women workers unconstitutional because it interfered with the (property) 
right of a person to dispose of his labor freely. Since then the interpretation 
has been liberalized so that social legislation affecting hours and working 
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conditions of special classes of labor is constitutional, i.e., tliq. Court holds 
such state legislation to be a proper exercise of police power to assure public ® 
safety. The due process clause has often been invoked to invalidate restric- 
tions placed on business by both the Federal and state governments. 
Government may and does abridge property rights when abridgement is 
deemed necessary for the public welfare or when it occurs as a consequence 
of clearly defined powers of government; at all times, however, govern- 
mental encroachment is held within limits defined by constitutional pro- 
vision as interpreted by the judiciary. 

The Constitution grants residual powers to the states, i.e., powers not 
specifically granted to the Federal government are reserved for the state 
governments. Their powers, therefore, are extensive. Intervention in eco- 
nomic activity by the states may be an exercise of 'police power” designed 
to protect the health and welfare of their citizens. In general, regulation 
of business activity by state governments (e.g., child labor, factory condi- 
tions, labor union practices, public-utility rates) is subject to the condition 
that public benefits exceed the private sacrifices imposed by law. The 
judiciary occupies the important position of assessing the respective benefits 
and sacrifices, thus limiting the power of legislatures in regulating business 
activity. 

This discussion merely touches on certain aspects of law which define the 
power—and limit the power—of government to intervene in economic 
activity. The Constitution imposed a large degree of uniformity on the legal 
structure of the country; it guaranteed a large measure of freedom to the 
individual to pursue his own ends; and it safeguarded property rights. The 
scope of governmental powers^ of individual freedom, and the guarantee 
of property rights are by no means rigidly defined. The courts interpret 
these provisions as issues arise; their interpretations have gradually 
extended the permissible intervention of government and have restricted 
the permissible actions of individuals and the rights of property. These 
changes in interpretation often accompany (or follow) changes in the char- 
acter of economic life. For example, regulation of manufacturing industry 
was for long considered outside the jurisdiction of the Federal goveiirment; 
both in a legal and economic sense it was 'local” activity. The growth of 
large-scale industry removed many segments of manufacturing from the 
local category in an economic sense; markets for raw materials and for the 
finished products became regional or nationwide. In the course of time both 
Congress and the judiciary accepted this fact; since such industry affects 
interstate commerce it comes within the orbit of (limited) federal regulation. 

Legislative enactments and judicial interpretations occur not in a vacuum 
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but rather in a context of economic and social problems and public views 
and attitudes. The abridgement of property rights and of the freedom of the 
individual in his economic activities has received the general approbation 
of the public in recent times. The "‘climate of opinion’" today allows a degree 
of governmental intervention which would have been repugnant to the 
highly individualistic views prevailing in an earlier period. In part, the 
complexity of the economy, the great interdependence of its parts, and 
especially the urbanization of the modern period impel an increased reliance 
on government. 

The discussion turns now to the principal areas of governmental control, 
to some of the problems encountered in regulation, and to governmental 
ownership. It is too much to expect clear-cut policy on governmental inter- 
vention, for much of it arises from the varying political pressures of inter- 
ested groups and from the emergencies of war and depression. Frequently 
the original purpose of control undergoes modification and indeed may be 
perverted to serve the ends of special interests. In a predominantly free- 
enteiprise system such as that of tlie United States, intervention is of neces- 
sity piecemeal. It is intended to contribute to the “general welfare” more 
than it detracts from those whose activities are curbed or regulated. This 
purpose is sometimes a disguise for what is actually private interest, and, 
at best, the measurement of general advantage and private disadvantage is 
difficult 

AREAS OF GOVERNMENT CONTROL 

The controls over economic activity exercised by government are of three 
main types: (1) those which benefit private enterprises in general, (2) those 
which benefit particular industries or groups and which also confer general 
advantages, and (3) those which assist particular industries or groups and 
either confer no general advantages or create some disadvantages. Of the 
first type, the various measures preventing fraud are examples. Subsidies to 
transportation are an example of the second type of control. The transport 
companies are benefited, but so is everyone who gains an advantage through 
lower costs of transportation. (The taxation required to raise the funds paid 
out as subsidy is in general the measure of the disadvantage entailed by 
such controls.) The third type of control is exemplified by tariff protection 
to an industry without significance in the national defense. One industry 
gains at the expense of others, and there is an additional burden upon 
taxpayers or consumers. 
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The Regulation of Markets 

Markets are economic areas in which buyers and sellers meet, determine 
prices and the other terms of exchange, and thus affect the allocation of 
economic resources. There are tens of thousands of markets, because of the 
large number of commodities and services and because of the many (phys- 
ically separate) areas in which tliey are bought and sold. Most markets are 
not subject to public administrative regulation; they are regulated by the 
customs and practices of the buyers and sellers in them and by the influence 
of law. Some markets, however, present economic and political problems 
which have led to their being controlled in one way or another by govern- 
ment. This is obvious in the case of labor markets, where collective bar- 
gaining is affected by the operation of the labor relations legislation. Where 
monopoly necessarily exists, as in the sale of public-utility services, some 
form of public administrative or governmental regulation is present. The 
organized commodity markets in farm products are also subject to some 
government controls, because the prices arrived at in these markets are 
all-important in determining farmers’ incomes, which have become a special 
concern of the general economy through the action of the strong farm 
bloc in Congress. Furthermore, the securities markets have been put 
under government regulation. 

The regulation of the securities markets, i.e., the stock exchanges, and of 
the issuance of new corporation securities affects virtually every corporation 
and the millions of owners of corporate securities, and indirectly the 
much larger group of insurance policyholders and of savings-bank deposi- 
tors. The flow of investment and the changes in business x^^-ofit x)rosx)ects 
are vital in tlie functioning of the economy, and tliese are in part 
determined by tlie issuance of securities and die fluctuations in the stock 
markets. The purpose of governmental regulation of the securities markets 
is the comparatively modest one of preventing fraud; it is based on the 
belief that complete and honest information will enable the buyer to make 
wise choices. This regulatory activity has been discussed in Chaxiter 26 , 

It is important to realize that prices in the stock markets, excej)t in the 
most indirect way, are not regulated. What regulation exists is, in a funda- 
mental sense, superficial, because, it amounts at most only to reduction of 
dishonest and underhanded practices in buying and selling securities. Price 
formation is still fre’e and is a resultant of individual profit-seeking decisions. 
The regulation of new security issues affects neither the total volume of 
new investment nor the direction of investment, except to the slight extent 
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by wliicli volume and direction can be influenced by the availability of 
better information. 

The commodity exchanges, in v^hicli wheat, corn, cotton, and other staple 
products are bought and sold, function very much as do the stock exchanges. 
The collapse of the boom of 1918-20 brought with it a very sharp fall in 
farm prices. The subsequent complaints of farm organizations blamed the 
markets themselves as well as the speculators in these markets. In legislation 
passed in 1921 and 1922, Congress provided for some slight regulation of 
these markets by the Department of Agriculture. In 1936 Congress extended 
and intensified these controls. While the principles are the same as those of 
stock-market regulation— the furnishing of information and the prohibition 
of specific manipulative practices— commodity exchange regulations have 
gone farther. For example, there are restrictions on the size of speculative 
operations by any one trader at any one time, and there are limits to the 
extent of price change per day for some of the commodities. Such regulation 
influences only the slight day-to-day movements of prices. The longer term 
and therefore more important price variations remain unaffected. 

Maintenance of Compefihofi 

The antitrust laws have already been described in connection with 
business organization and on the concentration of industry.^ In the following 
brief discussion the antitrust laws and the broad public policy which they 
represent are described in the context of government control as a whole. 
Essentially, the purpose of the Sherman Act of 1890 arid of the Clayton Act 
of 1914 is to maintain competition as the regulative force of private enter- 
prise. In a sense. Congress has delegated to competition the tasks of control- 
ling prices and of determining the allocations of resources among industries. 
But as was shown in the earlier chapters, the antitrust policy has not been 
entirely successful in inhibiting monopolistic tendencies in the economy. 
This has been partly a result of restrictive court interpretation, partly a result 
of lack of zeal and funds for enforcement, and also a consequence of the 
oversimplified assumption concerning the nature of monopoly and of com- 
petition which underlies the antitrust policy. The traditional view is that in 
any industry or in any market there exists either competition or monopoly; 
one is good and the other is bad. Actually there are many forms of competi- 
tion, and some of them, such as oligopoly, may lead to a resource allocation 
not much different from that which would occur under monopoly. Since the 
antitrust laws at best can accomplish only the elimination of monopoly and 
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of monopolistic practices, the reliance upon competition does not afford the 
certainty that resources will everywhere be allocated according to costs and 
to consumer incomes and preferences. 

Another aspect of the maintenance of com]petition tlirough government 
controls is the regulation of methods of competition. The complexities of 
competitive methods were discussed in Chapter 16. There are dozens of 
separate competitive practices which have been declared unfair under the 
operation of the Federal Trade Commission Act of 1914. This act and its 
amendments are administered by the Federal Trade Commission, whose 
duties are, stated simply, the policing of monopolistic competition. Business 
firms which resort to the unfair practices which are unlawful are ordered 
by the FTC to cease and desist. Examples of such practices are false or 
misleading advertising, misbranding, selling rebuilt articles as new, and 
misrepresentation. 

The Robinson-Patman Act of 1936 is also administered by the FTC. The 
act is aimed primarily at chain stores, and has the purpose of improving 
the competitive position of the independent retailer and of the wholesaler 
by prohibiting price discrimination by manufacturers in selling to their 
different classes of buyers. Manufacturers had previously given price con- 
cessions to chain stores which often went beyond the extent justifiable on 
the basis of quantity discounts. In principle, the Robinson-Patman Act 
requires manufacturers to sell at the same prices to all types of buyers, 
whether chain stores or independent retailers. Quantity discounts are still 
permitted but must be based on cost differences. Chain stores are thus 
permitted to utilize whatever cost advantages their size gives them, but are 
not allowed to use their size as a bargaining factor. 

Although the maintenance of competition is the objective of the govern- 
ment controls which have just Been reviewed, other forms of regulation 
have the contrary effect. Resale price-maintenance laws tend to limit com- 
petition by restricting the freedom of retailers to vary the prices they charge. 
These laws, also called fair-trade laws, have been adopted in one form or 
another by nearly all the states. In passing the Miller-Tydings Act of 1937, 
Congress removed the possibility of conflict between these state laws and 
the federal antitrust laws, and thus in effect gave approval to the resale 
price-maintenance laws, although the FTC had held that resale price main- 
tenance is a method of unfair competition. Under the state laws now in 
force, manufacturers may themselves fix the retail prices of their products, 
and the retailer is required to sell at these prices. This type of legislation 
was adopted in the states as a result of the pressure of independent retailers 
(and some manufacturers), who sought to mitigate the effects of competition 
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from chain stores and other retailers following low-price policies. The 
legislation is^in the interests of some retailers and of some manufacturers, 
it harms others and is on the whole detrimental to consumers. Chain stores 
and other large retailers have, however, largely freed themselves from the 
restrictions of resale price-maintenance laws by introducing additional 
brands of tlieir own. 

In other ways also the states have limited competition. "Interstate trade 
barriers'' had become a problem in the period just before World War IL 
The barriers are a series of indirect controls which limit the movements of 
commodities across state borders and which restrict competition from out- 
of-state business firms. In nearly all cases, the barriers have some other 
ostensible purpose than the limitation of competition, for interference with 
interstate commerce per se by the states is unconstitutional. For example, 
the protection of consumer health in milk inspection regulations often has, 
and not by accident, the effect of preventing milk from being shipped fjrom 
one part of the country to another where there is demand for it. 

The sale of foods, drugs, and of woolen products is the object of special 
federal control, which has to do primarily with accurate labeling of these 
products. Meat is Federally inspected and graded. The states also engage 
in such regulation, with particular attention to such commodities as milk. 
It would be a mistake to suppose that this type of regulation is primarily 
intended to benefit the consumer. Consumer advantage is almost always a 
by-product— though an important one— of protection to the producer. Take 
wool-labeling as an example. The consumer is protected from deception 
and finds every article or garment accurately labeled. But the purpose of 
the legislation, and the cause of its being adopted, was to protect wool- 
growers from competition from reworked wool and from other materials. 
The consumer interest is rarely organized as effectively as the producer 
interest. 

PubUc-Ufilify Regulation 

The term public utility be used here to embrace all industries which 
are deemed by law to be vested with a public interest and which are there- 
fore subject to special regulation by government. They are for the most 
part private enterprises which occupy a special positioii in the economy. 
The public utility is peculiarly an American institution, for the industries 
which in this country are conducted as public utilities have for some time 
been publicly owned and operated in Europe. 

It is not possible to state with precision and in a way which would 
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command general agreement just what ' public interest'' is. Whenever the 
legislatures and courts agree that a certain business is vested Mth a public 
interests then that business is subject to some form of regulation as a public 
utilit)/. Usually, altlioiigh not always, the element of monopoly is present 
and tlia product or service is considered indispensable. Electrical energy 
is a leading example: geographical monopoly in prodiictloii, and indispeiisa- 
bility for most consumers in the present state of technology, are character- 
istic. On the other hand, passenger bus service is not always conducted 
by monopolies, but public ti'ansportation, including passenger bus serv- 
ice, has been considered of such special importance that transport 
companies have long been public utilities. In air transportation there is 
•neither monopoly nor indispensability of service; yet for other reasons— 
safety, national defense, and speed of communication— this industry is also 
a public utility. Tlie list of public-utility industries is a long one. It includes 
transportation (rail, water, motor carrier, and air), commimication (tele- 
phone, telegraph, and radio), some forms of energy (electricity and gas), 
and a series of such industries as milk distribution, warehouses, and ice 
plants. The concept of a public utility differs among the states, and has 
changed over time, the tendency having been for the list of public-utility 
industries to be expanded. 

Consider first the regulation of railroads. Over a century ago the railroads 
were encouraged by both the Federal and state governments, through the 
grants of charters and franchises, tlirough loans and subsidies, and above 
all by means of extensive land grants. By the 1870's, however, the practices 
of the railroads had aroused much public resentment, principally be- 
cause of their methods of rate discrimination. The railroads could and 
they often did lower their rates drastically to get new business or to attract 
traflSc away from one another. Large shippers were able to force the rail- 
roads to grant them especially low rates, or to pay rebates. As a result, 
railroad rates were low for some shippers, some classes of commodities, and 
some cities and areas, while at tlie same time being high for otliers. 
Without much success, the states attempted to regulate railroads in order 
to meet the demands of farm organizations and of small shippers. Federal 
regulation began with the Interstate Commerce Act of 1887 which rested 
upon the commerce clause of the Constitution. The Interstate Commerce 
Commission (ICC), a bipartisan body engaged in continuous administration 
of the Act, became the model upon which later public-utility regulation was 
based. The first task of the ICC was to prevent “unjust and unreasonable" 
rate discrimination by the railroads although it was not given power to 
prescribe rates. Discrirnxnation as such has not been elixninated. The rate 
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per pound for carrying watches is higher than for the transport of gravel. 
Such discrimination is legally permissible, but it is considered unjust 
discrimination to charge one shipper of gravel or of watches a higher rate 
than that paid by others for transport between the same two cities and under 
the same conditions.^' 

In the period after 1887 much additional legislation was passed by 
Congress to extend the controls of the ICC and to strengthen its authority; 
e.g., in 1910 its jurisdiction was broadened to include pipe lines, express 
companies, and sleeping-car companies. The Transportation Act of 1920 
made possible the fixing of the rate level by the ICC, and in addition this 
Act gave the Commission control over railroad financing and closer control 
over the services provided by the railroads. Ironically, however, the rail- 
roads declined after reaching the peak of their growth at about the time 
of World War I, so that after 1920 the main task of the ICC was to help 
the railroads lather than the shippers. The motor carriers (under ICC 
control since 1935) and air carriers, as well as private automobiles, have 
provided strong competition for the railroads; except during World War II 
many railroads have had persistent losses since 1920. Public policy has 
thus been directed toward increasing their revenues; permission to in- 
crease passenger and freight rates was granted in the period just after 
World War 11. 

Before the development of the railroad, the Federal and state governments 
had promoted the building of canals which, except for very special circum- 
stances, have been made obsolete by the railroad. But federal policy has 
been to continue to subsidize the inland waterways, largely under pork- 
barrel legislation favoring certain areas. The subsidy policy has been justified 
on the grounds that waterways have, through their lower rates, afforded 
a means of holding down railroad rates in the same territories, and that 
waterway development promotes the conservation of natural resources. The 
transport companies using the inland waterways are regulated by the ICC. 

Ocean and coastal shipping is under the United States Maritime Commis- 
sion, established in 1936. American merchant shipping had gone into a 
decline in the middle of the nineteenth ceiitury, with the obsolesce of the 
wooden sailing vessel In both world wars, large fleets of merchant ships 
had to be hastily constmcted, and after World War I it became a national 

2 In the case of electric power companies, whose rates are also regulated, rate dis- 
crimination likewise is important. The rates charged for electrical energy van'’ with the 
quantities purchased, with the class of consumer, and with such matters as the time of 
day (lower rates in off-i)eak hours) and with the type of equipment. Here too die dis- 
crimination must be ‘Yeasonable/* and justifiable on some plausibly objective grounds. 
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policy to subsidize a merchant marine. It costs more to construct a vessel 
in the United States than in foreign countries, and expenses of operation of 
American vessels are also substantially higher than for most foreign vessels. 
Two types of subsidies have been granted since 1936: one for the construc- 
tion of merchant ships, and the other to keep them in operation on the high 
seas. The subsidies are in principle based on the differences in cost between 
this and other countries. 

Commercial air transportation is regulated under the Civil Aeronautics 
Act of 1938. The Civil Aeronautics Board controls the economic as- 
pects of the industry, and the Civil Aeronautics Administration admin- 
isters safety provisions for all flying activities. The air-transport industry 
has been heavily subsidized, through the construction of airways and 
of airports by the Federal, state, and local governments, and through 
payments made by the Federal government (determined by the CAB) for 
canying mail. The mail-pay subsidy has been reduced to nominal levels 
for some of the large air lines with profitable routes; i.e., the payments made 
to them for carrying the mail are about equal to the costs so incurred. In 
passing the Civil Aeronautics Act in 1938, Congress clearly intended to 
foster the growth of air transportation for reasons of national defense as 
well as to speed the mails. Rate regulation, i.e., of passenger fares and of 
express and freight rates, has so far been almost entirely nominal. The I'eal 
problem of regulation has been control of entry into the industry. A ^"cer- 
tificate of public convenience and necessity” issued by the CAB is required 
for entrance into the business. The air carriers in existence in 1938 were 
given ""grandfather” certificates; since then there have been hundreds of 
applications to the CAB for permission to operate, but very few new cer- 
tificates have been granted. 

There is no national transportation policy, no system of integrated regu- 
lation for all forms of transport taken together. Each major transport industry 
is controlled differently. Air and water carriers are subsidized heavily. The 
extent of the subsidization to motor carriers through the public highway 
system is a matter of controversy, while the subsidies to the railroads were 
made in the past Some rates are regulated closely, some loosely, and some 
not at all. In general, it can be said that Congress lias followed a policy of 
maintaining a form of competition in transportation. Within each transport 
industry there are varying degrees of oligopolistic nonprice competition. And 
there is competition between transports, e.g., between rail and bus, rail and 
air. This policy of competition is often condemned, on the probably specious 
ground that integration would achieve important economies of operation. 
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Those who favor such competition as exists justify it on the ground that 
each form of transport is under the constant incentive to improve its services. 

It must be realized that the transport companies have developed a strong 
vested interest in the existing controls. This is mainly because of tlie pro- 
tection which the control affords against newcomers. The air lines do not 
object to the regulation of the CAB. On the contrary, they are whole- 
heartedly in favor of it, because the CAB has protected them from the 
competition of those who have sought to enter the industry. Efforts to 
develop a national transport policy fail because of the clash of interests 
among the transport industries. 

In the case of the public utilities other than those in transportation, 
methods and problems of regulation are similar. Telephone, telegraph, and 
radio are regulated by the FCC; the telephone industry is also subject to 
state jurisdiction. The electric power and gas industides are under state 
public-utility commissions, and are subject to control by the SEC with 
respect to their corporate structures and finances. Electrical energy trans- 
missions over state borders is controlled by the Federal Power Commission, 
which also has authority over companies using the energy from water under 
federal jurisdiction. For these and the other public-utility industries, control 
means that entry into the industry is limited or impossible because of the 
public grant of monopoly status, and that service can be extended or abaii” 
doned only after permission has been secured. Furthermore, a public utility 
has a duty to serve all customers, and to serve them equally; it may not 
refuse service or discriminate among its customers without justifiable reason. 
Standards of service are also commonly prescribed by law. 

Public-Ufilify Rate Regulation 

Rate regulation is the greatest and most difficult of public-utility problems; 
however, it does not exist in all public-utility industries. In those where 
some degree of competition exists, rate regulation usually means little more 
than that tariffs must be filed with a board or commission and that they 
may: not' be departed from. But in- those industries characterized by mo- 
nopoly, rate': regulation has, given’:rise 'to; great practicardifficulties and to a 
perplexing .problem of ' principle..,- The 'practical d,ifficulties" are concerned 
with the exact estimation and calculation of the costs of public utilities, am! 
with the complicated legal proceedings which attend rate regulation. Tin 
problem of principle can be stated thus: The value or price of any durai>T 
capital good is dependent upon its expected future earning power, Tb* 


660 AUNAGEMENT AND CONTROL OF ECONOMIC RESOURCES 

value of a secondhand truck depends on how much money can be made 
using a txuck. Therefore the value of a capital good is derived from die 
value of the services produced with it, not the other way around. But public- 
utility rate regulation reverses economic logic on this matter. 

The purpose of rate regulation is to fix a rate or a set of rates which is 
“fair and reasonable.” Left to itself the public-utility company would put 
the rates too high, from the consumers’ standpoint. The public-utility com- 
mission is required to act as a kind of substitute for competitive forces, and 
thus to set rates which compromise die interests of both producer and 
consumer. Because of the protection afforded the rights of property under 
the Constitution (the due-process clause), rates must be fair. A fair rate is 
one which covers costs and which yields a fair profit. A fair profit is one 
which is comparable, risks considered, to rates of profit earned in competi- 
tive industries and which will maintain an adequate flow of new capital to 
the public-utility industry. But profit rates must be measured against the 
total investment. Investment means the value of die physical properties 
(“used and useful”) of the public-utility company. The crux of the problem 
is the value of the properties. To illustrate: Suppose the value of the prop- 
erties is $10,000,000 and that a fair rate of return is 6 per cent. Then return 
on investment must be $600,000, and the rates charged the consumer must 
be high enough to cover other costs and yield this amount of return. If, 
instead, the value of the properties were $8,000,000, then profits would have 
to be only $480,000 and the rate to consumers would be lower. 

Not too much diflSculty has been encountered in detennining whether 
the fair profit shall be 6 per cent, or 7 per cent, or some such figure. Most 
of the controversy in the coiarts has centered about the question of accord- 
ing to what principle the value of the properties of a public utility shall be 
computed. From time to time and from case to case the principles advocated 
and temporarily adopted have been original cost (the actual costs of ac- 
quiring and building the properties), prudent investment (original cost as 
modified by considerations of good business practice), and cost of repro- 
duction (at existing prices). None of these principles is free from objection; 
each has been the subject of much controversy. Tlrere simply is no objec- 
tively valid principle of valuation, because it is a question of Iking the 
value of something, the value of which really depends on rates which are 
the end product of the regulative process. 

Besides these fundamental difficulties, others, such as the reasonableness 
; of operating expenses, add to the complications of public-utility rate regu- 
lation. Hence regulation cannot be said to have been successful, although 
in the face of monopoly poor regulation is better than none at all. 
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The concept and the institution, of the public utility have provided a 
method of handling the problems connected with those industries which can- 
not be regulated by the ordinary forces of competition. The monopoly aspect 
of public utilities has meant not only that some monopolies have been thus 
controlled; it has meant also that public-utility status has sometimes been 
sought by industries for the sake of obtaining a legally protected monopoly 
position. Benevolent regulation is a small price to pay for security from 
competition. 


GOVERNMENT POLICY ON AGRICULTURE 

The Federal government has always provided one form or another of aid 
and subsidy to the farmer. In the nineteenth century the subsidy assured the 
farmer of free land, and of. grants for agricultural education and research. 
In the twentieth century, special credit institutions were established for farm 
borrowers, beginning with the Federal Land Banks in 1916. The contempo- 
rary farm problem, however, dates from and is mainly a consequence of 
World War L To meet the demands of tliat war, farm production was greatly 
expanded and in many sections of the country land bought at high prices was 
heavily mortgaged. Farm prices rose until 1920, and in 1920-21 fell sharply. 
They did not recover in the 1920’s to levels which would have meant an 
agricultural prosperity commensurate witli that enjoyed in most of the 
branches of the economy at the time. The export markets for American farm 
products were no longer so favorable as they had been before 1914, and 
changes in domestic habits of consumption had adverse effects upon the 
growers of cotton and wheat In 1929 Congress made an effort at price con- 
trol. The Federal Farm Board was established for the purpose of stabilizing 
(i.e., raising) the prices of wheat and cotton. The Board was to have bought 
these commodities when their prices were low and to sell them when their 
prices were high. But like many another attempt of the same sort, this one 
failed, especially because the world-wide decline in demand in the period 
1929-33 made price stabilization impossible. The New Deal administi'ation 
undertook a number of measures to raise farm incomes and to improve the 
position of the farmer. The farm-debt problem was handled through a 
temporary moratorium on mortgages, and through federal assistance in 
refinancing on easier terms and at lower rates of interest. Above all, an 
effort was made to raise farm prices. The primary purpose of the reduction 
in the weight of the gold dollar was to bring up the level of farm prices. 
The Agricultural Adjustment Act of 1933 combined benefit payments with 
production control; the puipose was to reduce output in order to raise farm 
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prices to 'parity/' ^ Tlie growers of farm jirodiicts other than those covered 
by the acreage-reduction schemes were assisted by a program of marketing 
agreements in which the Department of Agriculture sought to negotiate 
more favorable prices for farmers from the handlers and processors of 
agricultural commodities. Furtheimore, the Federal government bought 
"surpluses" of various farm products in order to raise or maintain prices 
and used them as part of the products being distributed among the popula- 
tion on relief. With World War II, farm prices rose steadily. During the war 
general price control favored fami prices, and, even in the period of high 
farm prices after the war, the Federal government continued to "support" 
those farm prices which declined. 

In judging the farm policy of the Federal government, the fact that 
nearly all agricultural commodities are produced and sold under conditions 
of pure competition must be borne'' in mind. The individual manufacturer 
and the retailer have some degree of control, however slight, over their 
prices. The individual farmer has none at all; and since his is a standardized 
commodity, the opportunities afforded by nonprice competition are closed 
to him. Furthermore, farmers'* organizations have never had the same 
opportunities of control which industrial and commercial combinations have 
had. Thus the farmer has had to ask the Federal government to develop 
the monopolistic practices he has wanted to imitate. The voting sti'ength 
of the farm bloc in Gongri^ss has been sufficient, during and since the 1930 s, 
to develop a set of controls which has the purpose and to some extent the 
effect of raising farmers' incomes relative to those of the rest of the 
population. 

THE CONSERVATION PROBLEM 

The United States is rich in natural resources, but since many of these are 
exhaustible there is general agreement that a conservation problem exists,*^ 
In part, conservation simply means better production practices, as when a 
farmer plows on the contour to hold erosion in check. In this sense con- 
servation policy entails the spread of knowledge of methods of production 
in which the interests of the individual and the general interest are in entire 
harmony. But conservation also means methods of natural-resource exploita- 
tion in which the resources are reserved for tlie future; and here there is 
often a clash between the general interest and the interests of particular 
individuals. 

It is well known that much of the physical resources of the United States 

® For a fuller discussion see Chap. 23. ^ See Chap. 3, pp. 68-69. 
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were squandered recklessly in the nineteenth century. Public policy con- 
tributed to the waste. The vast public domain was transferred in large part 
to private ownership through sale, through grants to the states, to veterans, 
and to railroads, and through the pre-emption and homestead policies. The 
policy of alienation in the nineteenth century was in accord with the philoso- 
phy of the time which made individual interest of paramount importance. 

The conservation movement arose toward the end of the nineteenth 
century as a result of concern over the consequences of depletion of forests 
in the eastern United States, Legislation over the years resulted in the policy 
under which the remaining forest areas owned by the Federal government 
are treated as permanent resources. The timber in them is viewed as a crop, 
to be cut only as fast as it grows. The United States Forest Service permits 
private operators to cut timber on federal land only through metliods which 
are consistent with conservation. A large part of the forest resources, how- 
ever, is privately owned and is not subject to direct government control. 

Conservation of oil resources is anotlier widely recognized problem. The 
clash between the private and national interests is particularly strong here, 
because private ownership of land often conflicts with the geology of oil. 
It is to the immediate interest of each owner of land in an oil field to drill 
from his own land and to drain as much as possible from the underlying 
pools. The result has been much avoidable waste of oil and natural gas. 
Conservation measures have been taken by both Federal and state govern- 
ments. In the states conservation has been partly successful because it could 
be linked to price stabilization policies in the 1930 s. The major oil com- 
panies, fearing the eflEects on prices of too high a rate of production, were 
largely instrumental in having state conservation laws passed. These laws 
provided in the 1930’s for reduced rates of production. The result was a 
tendency toward higher prices than otherwise, injury to the small producers, 
and some actual conservation of oil. Federal controls have mainly been 
concerned with the regulation of leases to develop oil sources on land owned 
by the Federal government. 

Soil conservation is a many-sided and difficult problem. The attack on the 
problem has taken many forms, and education and demonstration, for 
example, have accomplished much. Flood control and reforestation are 
related to the conservation of agricultural land, as are the great develop- 
mental projects in the Tennessee and Columbia river valleys. The farm 
programs of the 1930s linked benefit payments to farmers with their co- 
operation in conservation practices. As in the case of oil, it seems that 
conservation is particularly successful where it can be tied in with price and 
production control. 
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GOVERNMENT OWNERSHIP 

Government ownership and operation of commercial enterprises has not 
developed so far' in the United States as in other comitries, where as a 
matter of course governments have long acted as business eiitrepreiieiirs. 
And yet government ownership in the United States is by no means new. 
The Post Office is a business which could very easily be run as a private 
enterprise but has always been a government one. Besides the Post Office, 
the Federal government owns and operates: the Panama Canal, the Panama 
Railroad Company, and other businesses in the Canal Zone; the Alaska 
Railroad Company, the Inland Waterv^ays Corporation, the Tennessee 
Valley Authority and other electric power projects; several lending institu- 
tions such as the Reconstruction Finance Corporation and the Federal Land 
Banks; and housing projects. With the Atomic Energy Commission it em- 
barks on a wholly new field of public enterprise having enormous poten- 
tialities for the future. In addition, tire Federal government produces 
hundreds of articles in establishments operated by the Defense and 
Interior Departments. State governments operate liquor stores, transport 
systems (e.g., the New York Barge Canal, and the Port of New York 
Authority, a joint enterprise of the states of New York and New Jersey), 
and housing projects. Municipalities own and operate electric power com- 
panies, water systems, airports, street railway systems, gas companies, 
housing projects, and similar enterprises. 

The causes of government ownership are manifold. National defense is 
one important factor. It explains the Panama Canal and government owner- 
ship^, of all plants producing fissionable materials. In other countries military 
considerations have played a much more important role in extending the 
entrepreneurial functions of government. National emergency brought the 
RFC and other lending agencies into being during the 1930 s. The absence 
or the failure of private enterprise to carry out some task considered im- 
portant has been responsible for such public enterprises as farm lending 
agencies. The facts that electric power production exhibits great economies 
of size, and that it can be integrated with natural-resource development, 
have brought government enteiprise in this field. F'iscal monopolies-busi- 
xiesses operated by governments for profits—are rare in the United States, 
being represented by the state liquor-store systems, but they have long 
been common on the continent of Europe. In some cases government own- 
ership has been adopted because it affords a means of subsidizing particu- 
lar groups; public housing is an example. 
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Government ownership as the general or universal method of conducting 
economic activity means socialism. But government ownership in particular 
industries in a general context of private enterprise is to be view^ed as a 
method of regulation and as a method of executing public policy. 

One of the problems of government ownership is that of method of 
organization. A business may be operated by a government either directly, 
as ill the Postal system, or through corporations (with varying degrees of 
autonomy), as in the TVA. The trend in the twentieth century, both here 
and abroad, has been toward greater use of the quasi-independent public 
corporation. The advantages of the public corporation are that its finances 
are separate from those of the parent government and may therefore be 
viewed more clearly, its management is freer from day-to-day political 
pressure, its personnel policies can be spared the weight of the usual civil 
service practices; in brief, it can operate more flexibly than a government 
department. Between the large management-controlled private corporation 
and the public corporation, there may not be much difference, except 
that the public corporation is necessarily less ada|)table inasmuch as it 
operates under a statute outlining its policies and methods, often in 
minute detail. The public corporation can be too free of political 
control, i.e., it may carry on activities of which the legislature would dis- 
approve if it were fully informed. There is thus a basic dilemma in govern- 
ment ownership: to be efficient, considerable autonomy of management is 
usually requisite, yet since government enterprises exist to carry out public 
policies, they must be subject to as much control as legislative bodies wish 
to impose. / 

Whether or not a government enterprise earns a profit is nearly always 
a matter of minor significance because earning a profit is not usually the 
purpose of its inception. The real question is whether it satisfactorily 
performs the functions assigned to it, and whether it is efficient in the sense 
of good management. Generalization about the quality of management of 
government enterprises is risky. Some are well managed, some are not. Very 
often the caliber of management of public enterprises is high when they 
are new, when enthusiasm to perform an important public task is great, 
and when capable men can be attracted into public service. But when the 
public enterprise settles into a routine, when first-class men are drawn else- 
where, quality of management suffers just as it does under comparable 
circumstances in private business. 

Sometimes, government enterprises are in indirect competition with pri- 
vate enterprises. This is true in the electric power and banking fields. Here 
the questions of costs and of cost calculations emerge as subjects of con- 
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troversy. Private power companies have complained that TVA's rates are 
too low because the costs of flood control and of other resource develop- 
ment have not been properly separated from the costs of power produc- 
tion; that not enough of TVA’s total costs have been allocated to its output 
of electrical energy; that TVA is free from some taxes; that TVA bor- 
rows its funds at the low interest rates of the United States Treasury. Con- 
troversy over questions such as these is inevitable, and is not easily resolved. 
And on the other hand the lower rates established by TVA actually did 
cause a reduction of the rates charged by private power companies. 

The 'yardstick” idea, i.e., that government enterprises ought to be models 
by which to gauge the social performance of private enterprises, is of little 
use. Costs between public and private enterprises are not comparable for 
a variety of reasons, chief among which is that any two enterprises, public 
or private, are almost always so differently situated in many little respects 
that cost comparisons do not permit facile judgment as to efficiency. 

Infervenihn in Other Systems 

The decisions of producers which determine the composition and the 
level of national output must always be made in a context of law— in this 
sense a wholly "free” economy is not to be found in any developed com- 
munity. Beyond the general rules of social activity established by law 
there is an infinite variety of conditions possible. On one end, the decisions ’ 
of private economic agents may be governed wholly by market considera- 
tions and each may be free to dispose his income, time, and efforts with, 
no nonmarket influences intervening. This is individualistic, free enterprise. 
At the other extreme, all decisions directly or indirectly may be made by 
government. The Soviet Union approaches this limit. The position of the 
American economy is somewhat removed from the individualistic free-en- 
terprise end of the spectrum, and far removed from that part exemplified by 
the Soviet Union. 

There are many aspects to a contrast of the different national economies 
and probably the economic contrasts are less important than those afforded 
by the different political, sociophilosophical, national, and ethnic charac- 
teristics. However, the rapid growth of governmental intervention in the 
United States and the rise of private power groups in business, agriculture, 
and labor raise the question of contrasts (and com|)arisons) with socialism, 
communism, and fascism. Contrasts and comparisons in this large matter 
may, for present purposes, be limited to the power to make economic deci- 
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sions, recognizing of course that such power rests ultimately on the political 
character of the economy. 

In Chapter 24 it was shown that economic decisions in this country are 
made predominantly on the basis of private interest. Consumer decisions 
rest upon individual (and family) preferences,® personal income, and the 
prices of commodities. As the only principal economic agent as yet un- 
organized, the consumer segment of the economy is mainly representative of 
the individualistic end of the economic spectrum. For the most part, the 
consumer is the final arbiter in the economic process, for the bulk of the 
national output is produced directly or indirectly for consumption by indi- 
viduals (and families).® Producers, it has been shown, increasingly form into 
large aggregates, either as private associations (e.g., corporations and unions) 
or as political blocs (e.g., farmers and to some extent wage earners); they 
remain private but have become less and less individualistic. They serve, 
however, the individualistic ends of the consumer, although in large part 
their organizational efforts are intended to gain advantage (1) over com- 
petitors, (2) over other parties to the particular productive operation (e.g., 
employer over wage earner, and vice versa), and (3) over the consumer. 
Often, the organized efforts of enterprise to overcome competition may 
result in consumer advantage owing to the economies of large-scale, oligop- 
olistic firms, but this is not an assured result and not necessarily an in- 
tended one. 

Partly because of producers’ combinations and organizations, govern- 
mental intervention has grown, although war and other ernergencies have 
also been a major cause. The effect of governmental intervention on economic 
decisions has been primarily to establish a control over the conditions 
within which private-producer decisions may be made. The purpose of this 
control may be viewed as largely to promote private interest— to mitigate 
the conditions confronting one group of economic agents caused by the 
actions of another, and those general adverse conditions, such as depression, 
which are beyond the control of any group. In this sense, governmental 
intervention largely serves private interests, which broadly conceived will 
include shareholders, farmers, wage earners, business, and consumers. 

Despite the growth of organized groups and governmental intervention, 
economic decisions are in large part decentralized. Decentralization is most 
evident in consumer decisions, which in turn force a large measure of 
decentralization in the productive process, for the resources essential for 

^ Formed in a context of custom, convention, habit, religion, and law. 

« The assiduous attempts of producers to sway the consimier do not affect the point 
made here because the consumer has tire choice of being, or not beitig, swayed. 
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production must be free to shift into uses required for the safisf action of 
consumer preferences. Labor, capital, and enterprise adapt themselves foi, 
tills purpose in pursuit of their private interests. Thus it may be said the 
distinguishing feature of tlie capitalist system is the decentralization of 
economic decisions, made in response to private purposes. The growth of 
governmental intervention has been largely in keeping with these private 
purposes, being limited by the due-process clause of the Constitution. 

In contrast, and again in general terms, the other economic systems— 
fascism, socialism, and communism— are characterized by a subordination 
of all economic purposes and decisions to state (or governmental) pur- 
poses. In both Italian fascism and German National Socialism, private own- 
ership of the means of production was retained substantially as in capitalist 
countries, but the purposes of the state (military and nationalist objectives) 
predominated. To the extent that private interests, and therefore private 
economic decisions, furthered state purposes governmental controls were 
of no importance; however, when private and public objectives diflFered, 
economic decisions were forcibly imposed by public authority. Simi- 
larly, in both socialism and communism^ the power to make economic 
decisions is vested in government by means of its ownership of the 
productive facilities of the economy and its political powder to make 
its purposes effective. Thus, in fascism, socialism, and communism, 
the power to make economic decisions is centralized and the objectives of 
economic activity are politically determined by tliose who command the 
governmental apparatus. 

The centralization of economic decisions, therefore, enables the economies 
thus organized to determine (given their resources) the composition of 
■ their national outputs and the levels of national output. This is done in 

lb/ accordance with tire aims of the state and the energy and enterprise ex- 

[1 hibited by the ruling bureaucracy in the management of resources. In the 

i ; American economy, on the other hand, the composition of national output 

I is determined mainly by the decisions of innumerable producers in antici- 

[; / pation of the demands of consumers, and the level of output is governed 

j; by producers" expectations of future demand. Governmental intervention 

b affects both the composition and the level of output but not, except during 

I; ■ war, in substantial amounts. Moreover, unlike the other economic 
b / systems, governmental intervention involves less the establishment of state 

aims than the support of private aims by public measures. Thus the con- 
trast between this economy and the other types of economic system is a 

sharp one; in die others, economic, activity mainly serves the state, here, 

mainly the individual. ; 

7 Contrasty betw^n these systems will be discussed in Chap. 43. 
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CHAPTER 31 

Government Expenditures 
and Budgets 

Government finance, or public finance as it is also called, includes not 
only taxation but also the spending and borrowing activities of government. 
Moreover, by a long-established convention the terms public finance and 
government finance refer to the whole range of economic activities of gov- 
ernments, not solely to their purely financial aspects. 

Less than a fifth of the total of goods and services produced in the Ameri- 
can economy during peacetime consists of goods and services produced by 
the Federal, state, and local governments. During World War II nearly one 
half of the total national output was purchased by the Federal government 
alone. For decades the propoHion of total national output consisting 
of governmentally produced goods and services has been steadily rising. 
Considering that total resources are divided between the public and private 
sectors of an economy, it will be seen that the use of material and human 
resources by government in the production of public services constitutes a 
diversion of these resources from the private sector. The public sector of 
the economy includes the Federal government, the state governments, and 
the thousands of local governments; in the pirivate sector there are husiness 
corporations, co-operative organizations, and individual enterprisers. Na- 
tional output consists of the goods and services produced in both sectors 
of the economy. While they are intermeshed, each sector, however, has its 
own principles of resource allocation^ its own method of determining what 
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is to be produced, its own method of distributing its output. There are 
several main points of similarity and of difference between them which 
require examination. 

THE NATURE OF PUBLIC FINANCE 

It is commonly said that ‘private enterprise is carried on for profit, 
whereas government produces for the needs of the people.” The implied 
contrast is that the former is motivated by selfishness, the latter by altru- 
ism— one by individual gain, the other by public benefit. But this contrast 
is essentially a false one because governmental and private economic 
activities are here compared at different levels. Both segments of the 
economy consist of individual units. In private enterprise the units are 
individuals and business firms; in government there are federal, state, and 
local departments, boards, agencies, commissions, bureaus, offices, and other 
units which are not always immediately definable. Thus, in comparing 
and contrasting public and private economic behavior, units must be com- 
pared with units, and wholes with wholes. To say that business works for 
profit, while government serves the needs of the people, is to contrast units 
with wholes. Indeed, business corporations attempt to maximize their 
profits, just as individuals pursue their own advantages, which are chiefly 
in earning money. But the whole system of business enterprise— which is 
here called the private sector of the economy— operates to meet the wants 
of the people. 

Private enterprise satisfies wants as it is guided by prices and within the 
framework given by the distribution of incomes. The entrepreneur can 
make profits only so long as other individuals voluntarily buy his product; 
and they buy it only if they want it and have the money to make their 
wants effectively felt. The public sector of the economy also satisfies the 
wants of the population, as these wants are detemiined by representatives 
in legislatures. The representatives in turn are governed by votes. The 
units of the public sector correspond in a rough way with the firms of the 
private sector. Just as the firni pursues its own advantage subject to the 
condition that it satisfies others' wants, so the governmental unit pursues 
its advantage subject to the condition that it satisfies wants as determined 
ultimately by votes. A business product that ceases to be wanted will cease 
to be produced; a government service that ceases to be supported legisla- 
tively will cease to be produced. 

Although this process is directly evident in the American society, it does 
not operate in an immediate cause-and-effect relationship. Some private 
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producers are maintained by the economy even after they cease to serve 
wants effectively, and others are prohibited from performing their func- 
tions; in government, some agencies are instituted or perpetuated for selfish 
reasons, others discontinued likewise, against the will of the majority. Thus 
monopoly in private enterprise distorts the uses of resources in satisfying 
wants. Political manipulations which impose the will of minorities upon 
majorities often deflect the use of resources from the majority’s wants. Such 
parallels in the operation of private and public units in an economy can- 
not be carried too far, of course, since the policies of either vary at any 
particular time. But it may be seen, at least within the context of a free 
government and free-enterprise system relatively, that it is essentially un- 
true to hold that the one sector of the economy is motivated selfishly and 
the other altruistically^ 

There are, however, important contrasts between public finance and 
private finance. One of these has to do with the payment for and the re- 
ceipt of services. In the private sector, all goods and services are exchanged 
on an equivalence basis: individuals and corporations buy and sell goods 
and services, with prices as ratios of exchange and money as the means of 
payment. All goods and services produced are delivered to consumers who 
buy the items they want and can pay for. The whole complicated set of 
processes involved here is individualistic and voluntary. Throughout there 
is the quid pro quo: payment and receipt. Only among friends, members 
of families, and in truly charitable activities is the quid pro quo ignored. 
Within the government sector of the economy, however, it is difierent. The 
recei|)t and payment for public services by individuals are not on an equiva- 
lence basis. Only very exceptionally is there a quid pro quo. 

Public education may be taken as an example of the receipt and payment 
for publicly produced services. The services produced in a public-school 
system are received directly by the pupils, somewhat less directly by their 
parents, and indirectly by the entire community. (Of course, both the di- 
rect and the indirect advantages of education are intended to be produced.) 
Public education is paid for by taxes. But tlie children do not pay the taxes, 
nor do their parents hecause they are parents, nor do employers who benefit 
from the training afforded in public schools. Taxes are not paid in a direct 
and particular exchange for government services enjoyed by the individual 
taxpayers. If an individual pays a private person or firm a hundred dollars, 
he presumably receives or will receive a hundred dollars’ wnrth of com- 
modities or services; moreover, he pays voluntarily. If the same individual 

^ See Chap. 30, piD. 664-66, for a discussion of public agencies in competition with 
private agencies, as an illustration of similarity between them. 
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pays a liuridred dollars in taxes, his claim upon the services of government 
is not thereby affected; his payment of taxes is compulsory. Once a tax has 
been decided by a legislature, the persons concerned have no other choice 
than to pay. 

The expenditure of government funds and the receipt of the funds by 
taxation are thus two quite separate processes. There is no quid pro quo 
for the individual Still other factors peculiar to the consiimptioii of publicly 
produced services may be noted. Some public services are compulsorily 
consumed. Elementary and secondary education, like public liealtli meas- 
ures, are required to be consumed; the services of a state university, on the 
other hand, are voluntarily enjoyed. Furtliermore, many public services are 
consumed collectively. The provision for law and order and for national 
defense necessarily affects every individual It is impossible to determine, 
ill fact, just what amount of public services are consumed by any one 
individual In contrast, the services (and goods) provided by private enter- 
prises are always sold on a unit basis and bought by individuals. But how' 
can a unit of national defense or of law and order be measured? Such serv- 
ices cannot be broken up into pieces or items, like private services, and 
calculated on an individual basis. 

The decisions of private enterprises turn upon a clear-cut and simple 
standard of performance and success. Whatever the criticisms of profits 
and the profit motive, it would be difficult to deny the simplicity and the 
effectiveness of the quantitative standard of profits in a free entei'xirise 
economy. Profits mean success: the higher the profits, the greater the suc- 
cess. Private enterprises can be quickly and easily compared with one 
another by reference to their profits and losses. In the public sector of the 
economy, however, there is no single standard of performance and efficiency 
but instead a multiplicity of standards. Is the national defense adequate? 
Does the school program fulfill its purposes? Should public works be in- 
creased? These and hundreds of similar questions cannot be answered 
finally and to everyone’s satisfaction. But they do in some way have to be 
answered, and as a result the debate over government expenditures and 
tax policy goes on endlessly. 

The expenditures which any individual can make depend u|3on his in- 
come. Hence, income can be thought of as coming first, and expenditures 
second, in die individuaFs decisions. Wffb governments, however, it is the 
other way around. Expenditures are decided upon first, then provision is 
made to raise the necessary reyenue, This can be clone because govern- 
ments have the power to raise funds by compulsion, i.e., by taxation. The 
principle that raising, revenue ,foDows the determination of expenditures 
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requires, however, important qualification. The ability of local govern- 
ments, such^as cities and counties, to increase tax rates is in practice usually 
very slight. Hence local governments are generally circumscribed as to the 
services they can provide. The revenue-raising powers and therefore the 
range of expenditures of the state governments, while relatively greater 
than those of the local units, are also limited. The revenue-raising powers 
of the Federal government are for most practical purposes unlimited, as is 
proved in time of war; hence, the Federal government has relatively the 
widest latitude in setting expenditures. But while taxes can always be in- 
creased, and additional funds can always be borrowed, Congress usually 
has some notion as to how much taxes the population will tolerate. The 
decision, therefore, that taxes ought not to go above some level, is always 
at any given time a factor limiting expenditures except in times of national 
emergency. 

Still a further difference bet\veen public finance and private finance, 
which at first sight seems to be superficial but which is actually mafor, is 
from their different methods of accounting. The various governments (in 
the United States, at least) do not compile and publish balance sheets, i.e., 
statements of assets and liabilities. Conceivably, the balance sheet of a 
government should show debts and property owned. For the Federal 
government, the major debts would be two: currency (including gold cer- 
tificates) outstanding, and interest-bearing securities outstanding. The lat- 
ter is usually called the national debt The assets, or property, of the Federal 
government consist of such things as gold, silver, land, buildings, and equip- 
ment of all kinds. So far, no one has ever attempted, for the purpose of a 
balance sheet, to arrive at tlie value of all of the property of the Federal 
government. It is important to note that if such a figure were found and 
used in government accounting, it would probably alter the significance of 
the national debt to most people. In private accounting, debt is usually 
reckoned as net debt, i.e,, gross debt minus assets. But governmental debts 
are always given simply as gross debts. This fact is commonly overlooked, 
with the result that the national debt is viewed with a somewhat distorted 
perspective. 

It is obvious that various interpretations of these relations and contrasts 
between private and public sectors of the economy make public finance a 
field of economics in which tliere are perennial controversies— some with- 
out prospect of solution. If a governmental balance sheet were established 
in accordance with commercial habits of thought, it might narrow some- 
what the range of the controversies over the single issue of the national 
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debt. A similar issue is found in the way governments calculate their ex- 
penditures. If an office building is erected and is intended to last twenty 
years, private business will— in principle— spread the cost of the building 
over the twenty years. Its expenses for each year will include one twentieth 
of the total cost of the building. But the practice of the Federal govern- 
ment is to report all expenditures as they occur, regardless of the purpose 
of the expenditure. If it takes a total of two years to erect the office build- 
ing, the Federal governmenf s expenditures for those two years will show 
the total cost of the structure. The effect of this practice is to make govern- 
ment expenditures look larger in some years and smaller in others, as com- 
pared with the bookkeeping habits of commercial enterprises. Here, too, 
a bookkeeping difference which is not generally understood adds to the 
flames of controversy. 

THE GROWTH OF PUBLIC EXPENDITURES 

Public expenditures have grown steadily in volume since the founding 
of the nation. During wartime there have always been large increases, and 
only in the periods after major wars have there actually been decreases. 
Even in these periods the declines in expenditures were to levels much 
higher than had existed in the corresponding prewar periods. The expendi- 
tures of the Federal government alone for a few selected years are shown 
in Table 62. The years (fiscal years ending June 30) have been selected so 
as to indicate the effects of major wars, the declines after wars, and the 
growth in peacetime. 

When state and local expenditures are added, the totals of public ex- 
penditure become much larger, especially for the earlier years. In the 
period before World War I, in fact, federal expenditures were only be- 
tween a quarter and a third of total governmental outlays. More than half 
of public expenditures were made by local governmental units. However, 
in the 1920’s and 1930’s, federal expenditures were a higher proportion of 
the total. Just before World War II, federal spending was about one half 
of the total; the other half was accounted for by state and local expendi- 
tures, those of the states being less than those of the local units. Table 63 
gives figures for state and local expenditures for several years since 1920. 

Although it may be said that federal expenditures have grown over a 
long period of time because of the occurrence of major wars, state and 
local expenditures, which are much less affected by war, have nevertheless 
persistently increased. 



Table 62 


Table 63 


EXPENDITURES OF THE FEDERAL GOVERNMENT 

FOR SELECTED YEARS 

(in millions of dollars) 

Fiscal year 

Expenditures 

1791 

4 

1830 

15 

1865 

1,298 

1867 

357 

1903 

475 

1916 

724 

1919 

18,952 

1920 

6,403 

1925 

2,464 

1930 

3,237 

1935 

7,010 

1940 

.9,445 

1945 

1 00,405 

1947 

42,505 

1948 

37,405" 


Source: In part/ the figures are from those presented in Harold M. Groves, 
Financing Government, rev. ed.. Holt, 1945, p, 469. 

As estimated in January, 1947. 


EXPENDITURES OF STATE AND LOCAL GOVERNMENTS 

(in billions of dollars) 


Calendar 

State 

Loco! 

year 

expenditures 

expenditures 

1920 

0.9 

3.3 

1925 

1.5 

5.6 

1930 

2.2 

7.2 

1935 

2.2 

5.5" 

1940 

3.6 

'5,6 

1943 

4.3 

' ' .4,6 


Source: Adapted from Public Finance and Full Employment, Postwar Economic 
, Studies". No. 3,: ■' December, J. -945, Board -ol.'/GovemorS' ol'lhe ;Feder 0 |',^ 
Reserve System, Washington, D. C, 1945, p. 115. 
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THE SCOPE OF GOVERNMENT EXPENDITURES 

For the Federal government the consequences of past wars and tlie 
preparation for future wars have always 'been the major activity. The 
national defense expenditures are those of the Department of. National 
Defense, and may be taken to constitute the preparations for (or pre- 
vention of) future wars. Aids to veterans and interest on the national 
debt are tire expenditures caused by past wars. Although not all of 
the national debt in the past was contracted in war periods, since, for 
example, there was a large increase in the federal debt in the 1930 s, 
it may be said without serious qualification that the interest pay- 
ments on the national debt are for practical purposes a war expenditure. 
Hence, the three main classes of federal expenditure are (1) national de- 
fense, (2) aids to veterans, and (3) interest on the national debt. These 
have constituted about four fifths of all federal outlays. The only exception 
to this was the decade of the 1930 s, the ratio of expenditures in 
these three classes to the total federal outlays, fell to between a half and 
a third of the total The explanation is that the depression of the 1930 s 
caused unprecedented emergency expenditures by the Federal govern- 
ment for public works, relief, and aids to farmers. 

National defense expenditures have in tlie modern period shown a gen- 
eral tendency to increase in peaceful years because of the mechanical- 
now physical and chemical— complexity of recent warfare and because of the 
increasingly important position of the United States in world affairs. From 
1920 to 1930, War and Navy Department expenditures were about three 
times as large as from 1900 to 1910; expenditures in the earlier period were 
about five times as great as in the decade from 1870 to 1880. The budget 
for national defense for 1947-48 was 10.4 billion dollars. This figure was 
nearly three times greater than that for the comparable year following 
World War I, 1919-20. 

The only major federal expenditure apparently capable of being de- 
creased is the interest on the national debt. It has been the tradition of 
the United States to repay its wartime debt. As repayment takes place, 
the total of interest payments declines. This source of decrease, however, 
has always been more than offset by the growth of expenditures for vet- 
erans aid after each war. The tendency has been for legislation to provide 
for the veterans of each war, progressively more liberally. In each of tlie 
decades after both the War between the States and World War I, total 
payments increased, instead of dimimshing. The budget for veteran aid for 
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1947-48 was J.5 billion dollars, which was about 22 times greater than the 
amount provided in 1919-20. 

The civil expenditures of the Federal government, although a small pro- 
portion of the total, have also grown steadily in tlie course of national 
development. New functions have been steadily added, and the perform- 
ance of old functions has been extended. In the 1930^s, the RFC, the AAA, 
the various relief and public works agencies, the Social Security Adminis- 
tration, and other agencies created in that period, accounted for a sixfold 
expansion of the nonwar federal expenditures. 

State and local governments have no one major item of expenditure, such 
as war entails for the Federal government. Table 64 shows the expenditures, 
by function, of the state and local governments in 1941. About three quar- 
ters of all the exoenditures of the state governments is accounted for by 

Table 64 EXPENDITURES (EXCLUDING DEBT RETIREMENT) OF STATE 
AND LOCAL GOVERNMENTS IN 1941, BY FUNCTION 


Function 

Per cent of total 

Schools 

25.9 

Highways 

17.2 

Old-age and unemployment ins. 

5.0 

Welfare 

12.6 

Health and hospitals 

6.2 

Corrections 

1.6 

Sanitation 

3.0 

Police and fire 

7.3 

General administrative, legislative, 
and iudicial 

8.2 

Interest 

5.8 

Recreation 

1 .9 

All other 

5.3 

Source; Public Finance and Full Employment^ op. cii., p. 104. 


higlaw’^ays, social welfare and corrections, and education. The proportion of 
state funds spent on highways rose sharply during the 1920 s, the absolute 
amount expanding by the hundreds of millions. Moreover, the 1930 s im- 
posed a heavy burden of relief expenditures on the states. State expendi- 
tures on education are primarily in the form of grants to local governments. 
These grants are intended mainly to raise the minimum standards of edu- 
cation, and in recent times the tendency has been for a pronounced increase. 
In addition to highways, welfare, and education, the states spend mnney 
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for conservation^ for health and sanitation, for recreation, and for police 
systems. 

The local governments— counties, cities, tov/iiships, school districts, and 
other local units— also spend most of their revenues for education, welfare, 
and streets and highways. Besides these items, other important ones are 
"public safety,” health, sanitation, and recreation. 

The expenditures of the Federal, state, and local governments are di- 
rectly interrelated, for the Federal government makes grants to the states, 
and states make grants to local governments. Federal grants to the states 
are for such purposes as highway construction, vocational rehabilitation, 
old-age assistance, aid to the blind and to, dependent children. State grants 
to the local governments are largely for education, highways, and welfare, 


CAUSES OF THE GROWTH OF PUBLIC EXPENDITURES 

As has been indicated, the greatest single cause for the growth of public 
expenditures has been war. The War between the States and World Wars I 
and II caused federal expenditures to increase during wartime and postwar 
periods above the combined expenditures of the state and local governments. 

Among the other factors making for the expansion in public spending 
is growth of population. As the country has grown, so have the expendi- 
tures of governments. Per capita expenditures, however, have grown too. 
Technology has been a significant force in this increase. Even if the United 
States had not engaged in wai', a steadily developing technology would 
still augment tlie cost of national defense preparation. Decade by decade, 
each member of the armed forces has had to be outfitted with more elabo- 
rate and more expensive equipment. Nonwar expenditures are likewise 
affected. A mile of highway costs more than it did a generation ago. Both 
labor and material costs have gone up, but highway-building technique 
has improved. The narrow two-lane road was cheaper but also poorer than 
die four-lane divided speedway with clover-leaf intersections. Life in the 
large city has become more complex. Similarly, the maintenance of the 
health and well-being of the city inhabitant requires a larger expenditure 
per capita than in a small town* Urbanization as a social phenomenon has 
always tended to raise the levels of local public expenditures. Water, sani- 
tation, health and welfare, transportation, recreation, police and fire pro- 
tection are all highly organized and expensive activities of the modern city. 
In the village of the nineteenth century the citizen took care of his own 
water supply and sewage disposal; he looked for no public health assist- 
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ance or transport facilities; he had not heard of organized recreation and 
expected but little police protection. 

The idea of a ''rising standard of living” is familiar enough. The notion 
of a rising standard of living may be applied to public finance. Total con- 
sumption consists of both privately and publicly produced goods and serv- 
ices. Just as the standard of living for privately produced .goods has risen 
over the decades, so has the standard of living for public services. A public- 
school system today is expected to provide better facilities and instruction 
than a generation ago; children are expected to receive more years of 
schooling. Most local governments are expected to provide public parks 
and other recreational facilities. The motorist of today wants not only a 
better automobile but also a better highway network than were considered 
satisfactory in 1920. The informational services of governmgnt have more 
demands upon them than formerly. Examples such as these could be added 
indefinitely. 

It is readily discernible that the growth of the activities of government 
and the attendant increase in public expenditures have been a central factor 
in the. economic development of the nineteenth and twentieth centuries. Stu- 
dents of public finance have enunciated a "law of increasing public expen- 
ditures,” according to which the public expenditures of a nation grow— -both 
intensively and extensively— with the industrialization of a nation. It is quite 
true that public expenditures have in the time of advancing technology 
grown intensively and extensively, i.e., more has been spent on old func- 
tions and new functions have been added. But industrialization is only one 
factor and it is probably a superficial one at that. The development of indus- 
trialism is historically complemented by the strengthening of humanitarian 
impulses, the extension of democracy through political suffrage, and the 
broadening of concepts of government; all have been part of social devel- 
opment of the past century and a half. Step by step more tasks have been 
assumed by government, step by step new problems have emerged to be 
undertaken by processes of government. In modern times, then, ideas on 
government and sociaT behavior have tended toward increased gov- 
ernment influence— whether for good or bad— on national life. Indus- 
trialism has created new problems and made old problems more urgent 
within the scope of this trend. 

The depression of the 193G's presented to the United States its greatest 
test of government responsibility in the conditions resulting from large- 
scale unemployment. The Federal as well as the state and local govern- 
ments were required to establish agencies and measures to cope with the 
emergency. Subsequently, the functions of government undertaken during 
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this time were retained and some became almost permanent additions to 
national polic)^ The RFC, for example, was established in 1932 to meet 
the emergency presented by railroads and banks on the \^erge of collapse. 
The emergency of 1932 passed, but others took its i)lace, so tliat in a sense 
the RFC has thrived on a series of financial emergencies since 1932, The 
emergency legislation of 1938 to help farmers by raising farm prices was 
followed by a development of controls over agriculture ^^llich give every 
indication of continuing, in some form or other, for an indefinite period. 
It must be allowed of course that the portent of war followed closely on 
the trial of depression and hence continued government action was neces- 
sary, but other periods of increased government activity, such as the periods 
from 1860-65 and 1916-20, resulted in the retention of governmental author- 
ity in many %lds. Once a policy is established for an emergency it tends 
to create a changed condition in the relation between private and public 
pursuits which favors its retention. 

THE ECONOMIC EFFECTS OF GOVERNMENT EXPENDITURES 

The effects of government expenditures upon the private enterprise sec- 
tor of the economy vary. To appraise these effects, a distinction between 
transfer expenditures and real expenditures of the government must be 
made. Transfer expenditures are those which accomplish a redistribution, 
i.e., a transfer of private income, whereas real expenditures are those which 
involve tiie direct use of resources by public agencies. 

Consider first the transfer expenditures. Examples are interest on debt, 
payments to veterans, social security and relief payments, and benefit pay- 
ments to farmers. Suppose that the funds for these expenditures are all 
raised by taxation. What takes place, then, is a transfer of income from 
taxpayers to the owners of government securities, to veterans, to the bene- 
ficiaries of social security and relief policies, to farmers, and to other groups 
in the economy. What are the consequences? In the simplest interpretation, 
the effect is that the taxpayers consume less, the groups benefited consume 
more, and total consumption is unchanged. The cost of administering such 
transfers of income are negligible in comparison with the amounts involved. 
If total consumption is unchanged, it follows that the total private produc- 
tion of goods and services is unaltered. The loss of demand among tax- 
payers for goods and serwces is balanced by the demand created by vet- 
erans, the aged, and the other groups. It is recognized that in all proba- 
bility the allocation of private production is different because of the exist- 
ence of transfer expenditures^ The commodities the taxpayers would have 
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bought are likely to be different ones from those purchased by the holders 
of government bonds, veterans, etc. But beyond this, transfer expenditures 
have no effect upon the private sector of the economy. 

Suppose, however, that 10 billion dollars of taxes reduce taxpayers" con- 
sumption by only 7 billion dollars, the other 3‘ billions being a reduction 
of the current savings the taxpayers would otherwise have undertaken. 
Suppose further tliat the 10 billion dollars is paid out to persons who spend 
the entire 10 billion dollars for current consumption. It follows that total 
consumption in the economy over a given period will be larger, assuming 
that the other factors influencing consumption do not offset these effects. 
Conversely, total consumption could conceivably be smaller— if the recip- 
ients of the expenditures spend less for current consumption than the tax- 
payers w^ould have otherwise spent. The effect upon consumption, there- 
fore, depends upon who the taxpayers are and who the recipients are and 
upon their respective marginal propensities to consume,^ 

A further effect of transfer expenditures relates to investments. Suppose 
that part of the taxes collected are funds that would otherwise h£|.ve been 
invested, and that part of the tonsfer expenditures (say to large holders 
of government bonds) go to persons who subsequently make investments: 
In this case the direction and volume of new investment will probably be 
different from what it would have been had there been no transfer expendi- 
tures, ' 

Expenditures of the transfer type are not necessarily derived from funds 
obtained by tax collections. The funds may be borrowed, in which case the 
transfer is from the lenders to the recipients of the expenditure. In this 
instance the same effects on consumption, as have been described for tax- 
funds expenditures, may occur. If the funds are borrowed from- commer- 
cial banks, there results an addition to the money supply.^ Transfer expendi- 
tures in this case would represent no diversion of money income, but rather 
an addition to the income stream and an expansion of output; real resources 
could be diverted as the additional money income is spent. 

In contrast to the transfer expenditure are real expenditures, which re- 
sult (under conditions of full employment) in a direct diversion of resources 
from the private to the public sector of the economy. In making a real 
expenditure the government does not transfer funds from one group to 
another, but raises funds (by taxation or borrowing) and carries on activity 
itself by means of employing labor and buying materials. Public works are 
a prime example. In a period of full employment, tlie public works projects 
of Federal, state, and local governments result in a diversion of construction 

- See Chap. 6, pp. 142-44. " , * ^ See Chap. 10, pp. 242-46. 
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labor and of building supplies and equipmeiit—to the government and 
away from private employment* Assuming that the expenditures are met 
from taxes, the effect of real expenditures is, therefore, to reduce consump- 
tion of privately produced goods and services and to increase the consump- 
tion of publicly produced services. The diversion effected by real expendi- 
tures is clearly of a different sort from that caused by transfer expenditures. 
The latter bring about a rearrangement of private consumption, wbile the 
former substitute public for private production. In a period of heavy un- 
employment, when real expenditures are made from borrowed funds which 
would otherwise be idle, the real expenditures will increase total (private 
and public) outxDut. This assumes that the real expenditures by them- 
selves do not indirectly depress private output. In a period of full employ- 
ment, however, government and private individuals and enterprise compete 
for resources, in a struggle in which the government has a strong advantage 
in its power to compel by means of taxation. 

To recapitulate the effects of public exxoenditures on private economic 
activity: 

1. Transfer expenditures may increase or decrease private i)roduction and 
consumption, depending on from whom and to whom income is trans- 
ferred. 

2. Different goods are produced for individuals from those which would 
be produced in the absence of transfer expenditures. 

3. Real expenditures cause a decrease of private production and con- 
sumption, except under certain conditions prevailing in depression 
periods. 

4. Private production is affected by real expenditures through their in- 
direct effects on certain industries. (The costs of private housing con- 
sti'uction probably would be higher because of a large public works 
program.) 

5. The effects of real expenditures on prices and wages may spread far 
beyond the industries and areas directly affected by government ex- 
penditures, Hence the reallocation of private economic activity caused 
by fbe existence of government is probably much greater than is com- 
monly realized. 

The Productivity of Public Expenditures 

Government expenditures are so frequently referred to-witliout qualifi- 
cation— as 'unproductive'' that it is necessary to examine the question of 
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their productivity. Demands for tax reduction made in the press and in 
Congress are usually accompanied by charges or insinuations on the alleg- 
edly inherent wastefulness of government spending. But what does "pro- 
ductive'' mean? In a business context, a productive expenditure by a busi- 
ness enterprise is one which results (or is expected to result) in revenue 
larger in volume than the expenditure, i.e., a profitable expenditure. The 
definition of productive, in a general economic sense, is utility-creating. 
These two definitions are not identical. The former compares expenses with 
receipts, while the latter looks only to the eflEects of expenditures. There 
are some public expenditures which do directly bring in revenue and which 
are productive in the business sense. A toll bridge and a municipal swim- 
ming pool with admission fees are examples, as is the Post Oflfice Depart- 
ment. Such activities and projects may even bring in revenues larger than 
the outlays and are thus "productive." Other types of expenditure may 
somewhat indirectly increase tax revenues: an improved highway system 
could increase gasoline tax revenues. In this way, then, such expenditures 
are also productive. So too, but less directly, are expenditures for vocational 
education and for conservation: not only is the efiiciency of resource utiliza- 
tion improved but also at some future time tax revenues will probably be 
larger. The real point of productivity— in tire sense of bringing in revenue- 
is that it is not the essential criterion by which to judge the desirability of 
public expenditures. This is easily illustrated by reference to national 
defense and to the maintenance of law and order. Only anarchists would 
deny the desirability of expenditures for such purposes. But such expendi- 
tures are not productive in any commercial sense, unless the customary 
meanings of words are to be grossly distorted. 

If, now, the term productive is given its more usual meaning in economics 
—that which is utility-creating— it is clear that public expenditures which 
create utilities are productive. The utilities created by governments are of 
the most diverse types. Those who deny the productivity of particular 
government expenditures are in effect denying that the activities in question 
possess utility and their charges should be examined in this light. 

Waste is another matter. Waste is the application of resources to 
unimportant uses while more important uses remain unfilled. It would be 
wasteful to s]pend a million dollars in improving a secondary road when 
improvement of a main highway is more important. Similarly, it would 
be wasteful to construct a school auditorium if classrooms are needed 
more urgently. But the difficulty is the measure of agreement on which are 
the more important public purposes and which are the less important. Here 
again is a source of controversy over public expenditures. Where there is 
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general agreement on what is more important,, it is easy to identify possilale 
waste of public funds. But where there is a majority and a inioority opinion, 
the one group will find a given expenditure necessary in the public interest, 
while the other gi'oup will denounce it as wasteful. 

The Determination of Public Expenditures 

What is the essential criterion in the determination of public expenditures? 
This question must be answered by examining two factors in public finance: 
(1) the determvmiUon of the total volume of public expendttwres; (2) the 
allocation of public ftinds to various possible directions of expenditure. 

Some economists have attempted to establish a line between the public 
and private sectors of the economy by reference to comparative marginal 
utilities. The total population is imagined as deciding whether or not a 
billion dollars would increase utilities enjoyed more if spent on public 
services rather than on privately produced services. Presumably, there is 
a preference for the utility to be gained from one type of service rather 
than from another. Thus the division of all economic activity into two 
segments, public and private, reflects the decisions of the peojile as to 
comparative marginal utilities of public versus private expenditures. How- 
ever, serious objections can be posed to tliis explanation of how the total 
volume of public exjienditures is determined. Most important of all, it 
overlooks the existence and opinion of minorities. Legislative government 
is designed to express the will of the majority, but usually there is a dis- 
senting minority, often a large one. Moreover, if representation is not in 
proportion to population, die minority may have the power as representa- 
tives of the majority to sj)end (or not to spend) government funds, although 
the entire population is required to abide by the decision, to pay taxes, 
and to countenance the volume of expenditure. 

Earlier it was said that die payment for and the receipt of government 
services are not made on an individual exchange basis. Because they are 
not, the comparison of the marginal utilities of public services with the 
private services otherwise purchasable with tax funds is not a very helxiful 
one. It is not wrong, but its applicability is quite limited. 

It is better to explain the volume of government activity, in comparison 
with diat of private economic activity, by examining its cumulative growth 
over a long period of time. Although public expenditures per capita have 
grown faster than national output per capita, and although there has there- 
fore been "a substitution of public for private services, the growth in any 
one year has been relatively small War years, and other years of emergency 
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such as 193^4 are of course important exceptions. The great bullc of expendi- 
tures in any one year is continued from the previous year, and also the 
taxes which supjport them. Most of the government activities performed, 
in any one year are carried over from previous years. Private economic 
activity is therefore adjusted, in any one year, to a given volume of public 
economic activity, and is therefore also adjusted to the effects of both 
transfer and real public expenditures. It follows that the volume of public 
expenditures about which a new decision has to be made in any one year 
is relatively small. The question for legislatures to decide is fundamentally 
whether the benefits of the proposed new expenditures exceed or do not 
exceed the benefits from leaving tlie funds in the hands of individual tax- 
payers. The bulk of expenditures are governed by accepted past legislation. 
In this limited way there is a balancing of utilities at the margin, but the 
balancing is done by elected politicians through the complicated processes 
of democracy. 

The factors which govern the allocation of the total of expenditures among 
the various objects of expenditure are highly diverse, and do not correspond 
to the relation of factors which allocate resources in private economic 
activity. To begin withj, expenditures are determined by political decisions, 
which are presumably majority decisions in which some compromise of 
issues has been necessary. The complex processes of political action can be 
simplified for the purposes here by saying that, at the highest level, total 
expenditures are divided among half a dozen or so major purposes. This 
division or allocation reflects the dominant political philosophy of the 
administration as well as the aims of the strongest politicians. On the 
next level, each of the major groups of expenditures must be further divided 
into its component parts. Thus, for example, once a total appropriation for 
highways is arrived at, this total must itself be divided into smaller amounts 
for the various stretches of highway being considered. At tliis level expert 
oioinion (of highway engineers) is more important, and political decision is 
less important. The division of a highway fund could be carried out by 
reference to rational and objective criteria, such as statistical counts of 
traffic flows, types of traffic, population to be served, exact cost calculations, 
etc. A public health appropriation can also be split into many small parts, 
on the basis of purely medical considerations. Each government activity 
has its own exigents, who may be very influential in making final detailed 
allocations. 

Now, these considerations point to one highly significant aspect of the 
nature of government expenditures. For each distinct type of governmental 
activity there is a different set of criteria according to which an expenditure 
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fund is allocated. Because the benefits of government expenditures are 
generally not calculable in money, they must be assessed in other terms. 
Defense, conservation, health, education, housing, law and order, and the 
others must each be appraised not only by technicians in these various fields 
but by the public in general. The endless controversy over objectives and 
methods characterizing public finance arises because there can be little 
agreement on standards. Is the maintenance of public health centers more 
important than military expansion? or highways? or atomic research? Each 
allocation of resources has its own valne and could perhaps be balanced 
with others by an individual in possession of adec|iiate information, but 
hardly by an entire group or population who are free to express differences. 

The role of the expert in allocating a given class of expenditures among 
detailed purposes has been mentioned. The position of the expert—on 
education, conservation, flood control—is of course not limited to this func- 
tion. The expert may make his recommendations at the highest (political) 
level to a legislative committee. Commonly, too, the expert seeks to gain 
support from the general public to induce the authorization of additional 
funds for the expert’s type of government activity. The expert nearly always 
wants more. By definition, an expert is a specialist in a field; necessarily, 
he regards it in a distorted perspective. The politician, on the other hand, 
must consider many things; he must be sensitive to pressure from many 
different sides, and must weigh the conflicting claims of many different types 
of experts. The politician s function has been said to be that of telling the 
expert what the public will stand; but in any event, the politician stands 
between the voter and the expert public official. Often, too, the politicians 
busy themselves with details of expenditures. Roads were mentioned as an 
example of where objective criteria can be used. But many a road has been 
built where the politicians rather than the highway engineers wanted it. 
The allocation of public expenditures among various purposes, then, is 
carried out through an admixture of expert and of political decision. The 
total volume of public expenditure is the result of the decisions of Congress, 
of the state legislatures, and of the legislative organs of the local govern- 
ments. Each one of these legislative bodies considers the merits of new 
(or decreased) expenditures against the advisability of additional (or smaller) 
taxation. 

The volume of government expenditure, especially that of the Federal 
government, affects the level of national output. This was explained in 
Chapter 6; the policy aspects of this problem will be further discussed in 
Chapter S3, 


GOVERNMENT EXPENDITURES AND BUDGETS 


687 


PUBLIC REVENUES 

The major revenue of government is taxation. Even when, as in wartime, 
a large part of total revenue is obtained by borrowing, the borrowed funds 
may be treated as deferred taxation. Interest is paid on government securi- 
ties, and it is always intended that interest payments will be made from tax 
revenues. The payment of principal (at least in the United States) is also 
invariably intended to be made from future tax income. But besides taxes 
and borrowing, both of which are to be discussed in the next two chapters, 
there are several other sources of government revenue which should be 
considered at this point. 

The Federal, state, and local governments derive small amounts of reve- 
nue from fines and penalties, from gifts, from rents and royalties on public 
lands, from interest on government loans, and from fees and licenses. The 
sale of surplus war property brought in some revenue to the Federal govern- 
ment after both world wars. Before the War between the States the sale of 
federally owned land to settlers and speculators waS" made for the purpose 
of obtaining revenue, as well as to encourage settlement of new areas. 

The commercial or quasi-commercial enterprises of government also yield 
some receipts, and in so doing raise important questions of policy, some of 
which have been discussed previously.^ The Federal Post Office Department 
and TVA, state liquor stores, and municipal power companies are examples. 
The revenues from these agencies are similar to those of private business 
enterprises for they also are derived from prices charged to individual con- 
sumers. A major problem of policy is whether to set the prices of public 
enterprises at levels which will return a profit, or will equal cost, or will yield 
a loss. If a municipal power company is operated at a profit, the consumers 
of electrical energy contribute to the cost of local government, and for most 
purposes the profit can be considered as a tax levied upon them, There is 
no doubt, for example, that the profits of a state liquor store system are 
intended to be a tax on the consumers of alcohol, who represent special 
consumers of a commodity deemed to be unessential and possibly harmful 
But there may be some doubt in the case of power company profits, since 
one must justify the singling-out of consumers of electrical energy (as con- 
sumers and in proportion to their consumption) as a group to be taxed. In 
other words, without a strong and independent reason of public policy, 
there is no basis for operating a public enterprise at a profit simply for the 
sake of the profit. The same observation applies to public enterprises oper- 


^ See Chap. 30, pp. 664-66. 
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atecl at a loss. Unless there is some reason of public policy to subsidize the 
consumers who benefit, it is difiScult to justify the losses. In most cases, the 
prices received by public enterprises are fairly close to unit costs, so that 
little or no net revenue is realized by tine operating goveriiiiient. Post Office 
rates illustrate anotlier facet of public prices and public policy. Postal rates 
are set by Congress, mostly so that total revenue will be fairh' dose to total 
costs. But the rates for some of the postal services are pat(?ntl\’ below the 
costs of the services. An example is the rate for newspapers and periodicals 
—a low rate justified on the ground that the arts and literature are thereby 
promoted. This may be so, but no doubt the influential position of the press 
has also had something to do with this decision of Congress, The air-mail 
rate has also been set below the costs attributable to air-mail service, with 
the avowed purpose of promoting air transportation. 

The Federal government enjoys a steady but quite modest revenue from 
“seigniorage/’ the profit from making coins. Dollar devaluation in 1934 
brought in a substantial “increment.” ® Similarly, tlie addition of new cur- 
rency by the Treasury^ is a source of revenue. It must be added, however, 
that these latter types of federal revenues have been more than offset since 
1934 because of the expenditures on silver which the Treasury has had to 
make under the Silver Purchase Act of 1934. 

Special assessments are a form of revenue to local governments. Special 
assessments are imposed on property owners where property is improved 
by the construction of streets and sidewalks and other works. The property 
owners are usually able to vote for or against the improvement and its 
accomx3anying special assessments; if a majority ajpx)roves, the special 
assessment falls upon all property owners. In principle, the amount of tlie 
special assessment paid by each property owner is equal to the increase in 
the value of his property attributable to the improvements. Thus, a special 
assessment differs from a tax. The tax is a compulsory payment for the 
general welfare not recognizing in particular the welfare of the individual 
taxpayer, while the si)ecial assessment is a compulsory payment by certain 
individuals for an improvement which indirectly contributes to the general 
welfare but which directly benefits the assessment payer. 



Public Budgets 


A government budget is a method of organizing expenditures and reve- 
nues. More particularly, the budgetary i>rocess involves the planning, 
comparison, and co-ordination of the several classes of expenditures and 
Q See Cliap. 11, pp. 256-59*. , 
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revenue, bo^li in the executive and in the legislative branches of govern- 
ment. In tlie United States, the preparation of public budgets is a relatively 
recent development. In the nineteenth century and in the early part of tlie 
twentietli century, financial administration in tlie Federal govemment and 
in the states was haphazard; there was no rational procedure for consider- 
ing and managing the finances of the governmental units as a whole. The 
present budgetary system of the Federal government was established by 
the Budget and Accounting Act of 1921. This legislation provided for two 
financial committees in each house of Congress, instead of the large number 
which had previously existed, and for the General Accounting Office under 
a Comptroller General, and the Bureau of the Budget. Until 1939 the 
Bureau of the Budget was part of the Treasury Department; since then, 
however, it has been a part of the executive ofBce of the President. 

There are now two major types of government budgets: (1) the executive 
budget and (2) the joint budget The executive budget is a financial plan 
drawn up by the executive branch of government, which is presented to 
the legislature in such a way that the budget is either accepted as a whole 
(with perhaps only minor modifications) or rejected. This system is used in 
British countries where the executive (the prime minister and his cabinet) 
is part of the legislature. The great advantage of the executive budget is 
that an integrated budget is possible, from the initial planning right through 
to the actual making of the expenditures and the collection of tlie taxes. 
Some of the states in this country have modified forms of the executive 
budget, but the principle of separation of powers inherent in United States 
constitutional procedure serves to prevent the governor and the state 
legislature from direct joint action. 

The budget of the United States is a joint budget. The budget is prepared 
by the President and is then presented to Congress, which makes the actual 
expenditure and revenue decisions,® so that there is a joint responsibility. 
The Bureau of the Budget collects from all of the agencies of the Federal 
government their estimates of expenditure requirements for the coming 
fiscal year (beginning July 1). It is to be expected that the head of a 
government agency will view the functions of his own agency as all-impor- 
tant and will therefore ask for a relatively large amount. The Bureau of 
the Budget, however, reviews all requests critically and may decrease or 
increase single estimates. The Bureau then draws up a tentative plan of 
expenditures which it submits to the President, who meanwhile obtains 
the advice of the Secretary of the Treasury on revenue, i.e., on estimates 
of tax revenue and on borrowing requirements or debt-retirement plans. 

^ Subject of course to presidential veto of bills which incorporate them. 
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With the help of his advisers the President then prepares a ^'budget 
message' which is made public and sent to Congress each January. The 
budget message is therefore an integrated plan of the executive branch. 
In the months after the receipt of the budget message in January, Congress 
debates over the expenditure appropriations and tax measures. Under the 
Legislative Reorganization Act of 1946, provision was made for a joint 
committee of tlie Senate and the House to meet with the two financial 
committees of each of them and to prepare a ‘legislative budget" as a 
recommendation to Congress. The final result of the actions of Congress 
may bear little resemblance to the budget message of the President. 

The federal budget process as a w^hole does not rexDresent the execution 
of a carefully conceived plan. Many of the estimates which go into the 
Presidents budget message to Congress must be prepared two years in 
advance of actual expenditure or receij)t of particular funds. Thus even if 
Congress adopts the President's recommendations, large-scale mistakes can 
be made, and it may be necessary to pass “deficiency appropriations" if 
expenditures have been underestimated. 

The Comptroller General is an official appointed by the President, but he 
is responsible only to Congress. It is his duty to see that the funds voted by 
Congress and spent by the various federal agencies are actually spent in 
accordance with the will of Congress. The Comptroller General j)resides 
over the General Accounting Ofiice, which also handles claims against 
the Federal government and audits the books of federal agencies. 

SUMMARY 

The economy is divided into two sectors: private and public. Public 
finance differs in some important respects from private finance, notably in 
the power of public bodies to raise revenue by compulsion, and in the lack 
of equivalence for any one individual between his tax payments and the 
public services he enjoys. Lacking the profit principle, governments must 
apply other standards to judge dieir activities, and lack of agreement on 
these is the reason for the endless controversy surrounding public expendi- 
tures and taxes. Public expenditures have been growing, both absolutely 
and relatively, both extensively and intensively. For the Federal govern- 
ment, war has been the principal cause of expenditure, and for the states 
and local governments, highways, education, and welfare activities. Public 
expenditures can be divided into two types. One is the transfer expenditure 
which effects a redistribution of income, and thus a reallocation and possibly 
increase or decrease of private consumption. The other is the real expendi- 
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ture which results in the use of resources by government and their with- 
drawal from private utilization. The productivity (in the commercial sense) 
of public expenditures is not the most important criterion by which to judge 
them. Rather, explanation for the allocation of total resources between 
public and private sectors, and of public expenditures for particular pur- 
poses, is found in the factors which guide legislatures. Public revenues 
consist of taxes, proceeds of borrowing, and a series of minor items. Budgets 
co-ordinate revenues and expenditures, but because of separation of powers 
between branches in the American form of government, the budgetary 
process is rarely exact. 


CHAPTER 32 

The Tax System of the United States 


The tax system of the United States consists of the complex of taxes 
imposed by the Federal, state,‘^and local governments. The system is here 
treated by describing the establishment and effects of various taxes. In the 
following chapter an analysis of principles of taxation and public policies 
is undertaken. 

In the same proportions and in approximately the same volume as public 
expenditures, tax collections have increased from decade by decade. And 
like expenditures, only after major wars has there been any significant 
reduction in taxes. "'The tax burden ' has become one of the major problems 
of modern life. Perhaps the principal cause of the universal discontent 
over taxation is a widespread impression that tax moneys, when paid over 
to the government, somehow disappear. This is not so, of course, for pay- 
ments to governments reappear as government expenditures. It is the 
absence of the individual quid pro quo relationship in public finance that 
makes it possible for people to lament the increasing tax burden while 
demanding additional services from government. 

The burden of taxation upon the individual assumes two forms. First, 
there are taxes which are directly paid to government, such as property, 
income, and automobile license taxes. Second, there are the taxes which 
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raise tlie piices paid by individuals or reduce tlie iiicoiiies tliey receive (if 
they are owners of resources in any degree specialized to the production of 
a taxed item). The tax on cigarettes, for example, tends to reduce the price 
received by tobacco farmers as w=^ell as to increase the price paid by the 
consumers of cigarettes. The first form directly confiscates a portion of the 
money income of the individual, leaving him with a smaller ‘Income after 
taxes,'’ or a “disposable” income smaller than his total ineoiiie. The second 
type of tax does not so directly affect the money income of the individual, 
but by raising prices, it lowers his real income.^ The issue of how real 
incomes are lowered by taxes is too little understood by taxpayers, who are 
generally not conscious of the entire weight of the tax burden falling upon 
them. 


Public finance thus displays on both its revenue and the expenditure sides 
a curious phenomenon. Many persons do not realize the extent to which 
they are affected by some public services; e.g., their food may be cheaper 
or dearer because of agricultural controls of government. Similarly, they 
are perhaps only dimly aware that they consume public services more or 
less directly; die food they buy may be free from contamination because of 
the enforcement of public health standards. Moreover, when individuals or 
organized groups become actively interested in public expenditures, it is 
usually in a particular expenditure, such as better roads, or higher salaries 
for school teachers, or an expanded public ^works or farm program. Again 
the proponents of these measures are not fully aware of tlieir tax burden. 

There are reasons for this phenomenon other than apathy among tax- 
payers. For as a matter of fact, it is very difficult to calculate the entire tax 
burden falling on an individual Chiefly, effects of taxes on prices cannot be 
exactly known. Suppose there were a tax imposed on oranges but not on 
grapefruit The price of oranges would then rise; in consequence part of 
the demand for citrus fruit would shift to grapefruit, causing its price also 
to rise (though probably not so much as die price of oranges). The consumer 
of grapefruit has therefore been adversely affected by a tax, on oranges. 
But it would be difficult to measure this, because the prices of both oranges 
and grapefruit would probably be affected by many other influences in the 
period in which such a tax would be in effect. 

Several attempts have been mad^ to measure the total tax burden on 
persons in given income ‘_groups,. The results of one study are shown in 
. Table T, 

• - ^ In "Chap. ‘4 the relation of ^“^indirect business taxes’’ to the measurement of the 
3^tioml ouj^ut was disoussi^d. 
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Table 65 tax burden by income groups, 1938-39 


Income class 

Taxes as percentage 
of income 

Under $500 

21.9 

$500 to $1,000 

18.0 

$1,000 to $1,500 

17.3 

$1,500 to $2,000 

17.8 

$2,000 to $3,000’ 

17.5 

$3,000 to $5,000 

17.6 

$5,000 to $10,000 

17.9 

$10,000 to $15,000 

25.5 

$15,000 to $20,000 

31.7 

$20,000 and over 

37.8 

Total 

20.2 


Source; Gerhard Colm and Helen Tarasov, Who Pays the Taxes?, Temporary 
National Economic Committee, Monograph No. 3, Washington, D. C., 
1940, p. 6. 

Money incomes in the period 1938-39 were much lower than in the post- 
war period, but so were tax collections. In computing these figures, fed- 
eral, state, and local taxes were taken into account as they ultimately affect 
individuals' incomes. It is significant that persons with incomes of less 
than $500 should pay $120 in taxes, for it highlights the fact that the con- 
sumption of basic commodities is heavily taxed. Such essential articles 
as sugar are taxed, and many states have retail sales taxes. Tobacco is 
widely consumed and bears a heavy tax. Moreover, even a person with 
$500 income has some personal property or real estate (especially farmers) 
which is taxable. The figures indicate that the lowest income groups 
bear a heavier burden than the middle-income groups, though not more 
than high-income groups (who are more drastically affected by income 
taxes).- 

Taxes may be conveniently divided into three major groups— -personal, 
business, and consumption taxes. The important pei^sonal taxes are those 
on the incomes of individuals and estate and inheritance taxes. Business 
taxes comprise taxes on corporation net income, the social security taxes on 
employers, and a series of otlier levies on business enterprise. The con- 

“For die postwar period, 1945 on, aM* the ratios are somewhat higher, because die 
increase of incomes is offset by the larger relative rise in taxes. In lie higher income 
brackets tiie ratios are greater too, because the income tax occupies a inucli larger place 
in the tax system than it did in 1938-39. 
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sumption taxes are those imposed upon commodities and services, and 
include' retail sales taxes as well as the property tax on rionbusiness property. 


THE FEDERAL TAX SYSTEM 

The taxes levied by the Federal government can be grouped in the 
following classes: 

1. Individual income tax 

2. Corporation income taxes 

3. Estate and gift taxes 

4. Social security taxes 

5. Consumption taxes 

During and in the period immediately after World War II, the bulk of all 
federal revenue was obtained from the individual and corporation income 
taxes and from consumption taxes (e.g., the cigarette and liquor taxes). 
This has not, however, always been the case. The tax revenues of the 
Federal government have passed through several distinct stages. 

In the period before the War between the States, nearly all federal revenue 
was derived from customs duties— taxes on imported commodities— besides 
small amounts of revenue i*ealized from the sale of land. In the first half of 
the nineteenth century, except for the effects upon prices caused by customs 
duties, the Federal government did not by its taxation influence production, 
savings, investment, and the distribution of income. During the War be- 
tween the States a whole series of new taxes was levied, including an income 
tax and a large number of imposts on commodities and services. In the 
period following, the revenues of the Federal government consisted mainly 
of the income from liquor and tobacco taxes and from the customs duties, 
which items remained as the mainstay of the federal revenue system until 
the time of World War L 

The Sixteenth Amendment to the Constitution (1913) made it possible to 
levy an income tax and so enabled the Federal government to meet the 
financial demands of the war four years later. The income tax on individuals, 
on corporations, and an excess profits tax on corporations,, together with a 
long list of commodity taxes, raised the tax revenue of the period during 
and just after the war. During the 1920 s personal and corporation income 
taxes comprised half of the federal revenue, the remainder being derived 
principally from tobacco taxes and customs duties. Liquor taxes ceased to 
exist after the Eighteenth Amendment, and the commodity taxes initiated 
during World War T were abolished. 
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During the 1930’s individual and corporation tax rates were increased, 
but the proportion of total federal revenue raised from these taxes was less 
than it had been in the 1920’s. Partly this was because yields of income taxes 
during a depression are small, simply because incomes are low. Moreover, 
the adoption of several new taxes (additional commodity taxes, liquor taxes, 
social security tax, etc.) lowered the ratio of income tax revenue by increasing 
tax revenue from other sources. 

During World War II, as well as in the period immediately following, 
federal revenues increased sharply. This can be seen in Table 66. 

Table 66 federal tax revenues 

(in billions of dollars) 


Fiscal 

Total 

Individual 

income 

Corporation 

income 

Commodify and 

year 

revenue 

fax revenue 

fax revenue 

service taxes 

1940 

57 

1.0 

1.1 

2.0 

1944 

45.4 

18.2 

14.6 

CO 

1945 

47.7 

19.0 

11.9 

6.3 

1946 

44.2 

18.7 

12.5 

7.0 

Source: 

United States Treasury Department. 




These data show the increase in the major items of revenue. Other revenue 
sources not directly shown include the social security taxes, the estate and 
gift taxes, customs duties, and such nontax revenues as seigniorage. 


The Individual Income Tax 

The federal tax levied upon the incomes of individuals now dominates 
the tax system of the United States and in all likelihood will continue to 
do so. Yet the individual income tax is a relatively recent development, 
Before World War II, it yielded only about one sixth of total federal 
revenue, and only a fourth as much as the property tax of the state and 
local governments. 

Except during the War between the States there was no income-tax law 
until 1894, when a measure was passed largely in response to popular 
sentiment against trusts and concentated wealth. The income-tax statute 
of 1894 was, however, declared unconstitutional by the Supreme Court, 
on grounds pertaining to the provisions of the Constitution relating to 
direct taxes, and it seems also on the ground that the income tax as a 
tax was regarded as ‘'objectionable’’ and "'discriminatory,’' The income tax 
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was widely denounced at this time and previously as a radical—aiid vaguely 
, socialist-device which threatened tlie existence of a free economy. In 
1909 Congress provided for a tax on the net incomes of corporations 
under the name of an excise tax; and with tlie adoption of the Sixteenth 
Amendment in 1913, the income tax on individuals was constitutionally 
established. 

. .^The tax on the incomes of individuals is imposed upon incomes as they 
'.•••are defined by law and by the regtdatiom of the Bureau of Internal Revenue 
of the Treasury. The definition of Income for tax purposes varies greatly 
from the ordinary conception of individual income. 

In the first place, certain kinds of receipts are not included in taxable 
income, such as interest on state and municipal bonds. Constitutionally, the 
Federal govermnent does not have the power to levy a tax on this type of 
income. A wealthy man could not, however, escape the effects of income 
taxation by selling all his assets to buy tax-free state and municipal bonds. 
Because the income from these bonds is tax free, the demand for them has 
grown with the rise in the federal income tax. As a result, the yields of state 
and municipal bonds are relatively quite low. The owner of these bonds 
pays no federal Income tax, but his interest income could be about the same 
as if he owned taxable securities; if an individuars income is very large, 
however, he does gain by owning state and municipal bonds. A great 
advantage did accrue to persons who bought state and municipal bonds 
before the rise of the tax rates in the 1930 s, and especially before the 
wartime increases of the early 1940's, The possibility of avoiding federal 
income taxation by holding tax-exempt securities probably results in a 
dearth of risk-taking capital because the very people who have enough 
capital to diversify their risks are the ones who gain most from buying 
tax-exempt bonds. Another type of receipt which is not income for tax 
purposes is gifts. If an individual receives a regular sum ex^ery month as a 
gift, it is not subject to income tax. The donor, however, is liable for pay- 
ment of a gift tax, providing the gift exceeds a certain amount. 

In the second place, there are deductions from gross income. These 
include interest, certain taxes paid, business and professional expenses, and 
—subject to limiting provisions— medical expenses and contributions to char- 
itable and religious organizations. An attempt is made to distinguish between 
those expenses which are part of the cost of earning an income and those 
, expenses which are a part of final consumption. Howevex', as the mixed 
^ classification of these deductions would seem to indicate, there are border- 
line cases where the line drawn by. law and regulation between deductible 
and nondeductible expenses: is necessarily an arbitrary one. For example, 
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the interest deduction gives an advantage to those persons paying for houses 
and otlier durable consumer goods on installment plans. Some deductions 
are allowed, of course, to simplify administration of collections and the 
taxpayer s preparation of his return; the standard deduction allowed all 
persons in die lower income group (the "short form'' return) is an example. 

Similar to deductions, personal exemptions and credits for dependents 
are also allowed. In 1947, a $500 deduction was allowed per person in the 
family of the taxpayer; formerly, it was much higher, as in the middle 19S0's, 
when $1,500 for a single person and $2,500 for man and wife, plus $300 for 
each dependent child, were allowed. During the war servicemen received 
an additional $1,500 exemption. The personal exemption serves several 
purposes. It makes unnecessary the payment of - a tax by those with the 
lowest incomes and is thereby a means of adjusting revenue to revenue 
requirements. Lowering the exemption had an effect similar to an increase 
of the rates. It is chiefly a device for simplifying administration, since it 
results in fewer tax returns. Moreover, the exemption makes it possible for 
Congress to recognize the standard-of-living concept. When the exemption 
was" higher, as in the 1920's and 1930’s, it was thought that the Federal 
government refrained from taxing the minimum income required for an 
acceptable standard of living. However, inasmuch as the exemption was 
steadily lowered as the cost of living went up in World War II it is 
questionable that any direct relation has been applied in order to maintain 
for low-income persons a certain standard of living. 

The rates of the .individual income tax are i)rogressively higher as the 
taxable income increases. During most of its existence, the federal income 
tax has applied two separate rates to taxable income (income defined as 
such by law, minus deductions and applicable personal exemptions). These 
two rates, the “normal tax" and tlie “surtax," have been defined variously at 
different times. Generally speaking, the distinction between them has been 
that the “normal” rate is the basic low rate applicable to all incomes, while 
the surtax rate is specifically applicable to the higher incomes. During and 
after World War 11, the surtax rates were applied, however, to even the 
lowest net taxable incomes. 

During the war years the income-tax rates, which are the normal and sur- 
tax rates combined, began at a minimum of about 20 per cent of net taxable 
income and progressed to a maximum of 91 per cent. In contrast, the tax 
law of 1928 provided for a maximum rate of 20 per cent. It seems probable 
that income-tax rates will be lowered after the immediate problems of 
postwar readjustment have been dealt with. The tax rates applying to net 
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taxable income give an exaggerated impression of the severity of the tax. 
Net taxable income is smaller than income as it is ordinarily measured. 

Until World War II, the income tax was pax^able on March 15 for taxable 
income received in the preceding calendar year. During the war a withhold- 
Ing— or collection-at-soiirce—system was adopted. In this system of adminis- 
tration, the employer deducts the income tax estimated to be due from the 
employee's wage or salary and forwards the amount to the Treasury. The 
employee can make adjustments (such as large deductions or additional 
income) by paying additional amounts or by asking for a refund in a return 
he files each March 15. Those taxpayers whose taxes are not withheld are 
required to estimate their taxes in advance and to make payments quarterly, 
with final adjustment made in a return on March 15 for the income of the 
preceding year. The advantages of both withholding the income tax at 
source and of requiring current (estimated income) payments are consid- 
erable for tlie Treasury: administration is simplified, evasion is reduced, 
and changes in revenue follow changes in tax rates and income more closely; 
for most taxpayers, there is less of a subjective burden because the tax is 
paid in smaller installments and in the same year in which the income is 
received. For some taxpayers, the withholding method may make payment 
of the income tax almost painless, for the taxpayer never lays his hands 
on that part of his income which is remitted by his employer to the 
Treasury. .■ 

The income tax on individuals presents many problems, both of adminis- 
tration and of policy. One of these is the treatment of capital gains and 
losses, which has varied often since the adoption of the income-tax law. 
A capital gain (or loss) is the profit (or loss) realized when a taxpayer sells 
a capital asset, such as securities, or real estate, or machinery and equip- 
ment. The capital gain (or loss) must always be ‘realized" in order to be 
taxed; i.e., the asset must actually be sold. Mere appreciation in value of an 
asset which remains in its owner s hands is not taxable. In recent 3^ears 
Congress has provided that if a capital gain is realized in six months or less, 
it is taxable like other income. For example, if someone buys stocks, sells 
them within six months or less, and makes a profit, the x^rofit is taxable 
directly with his other income. Long-term (more than six months) capital 
gains, on the other hand, are taxable at lower rates. Capital losses, on the 
other hand, can be deducted only within narrowly j^rescribed limits. The 
capital-gains provisions of the income-tax law have been subject to wide- 
spread and some justifiable criticism. To be taxed, capital gains must be 
realized, i.e., a sale must take place. Property which increases in value 
without being sold may be just as suitable an object of taxation. To tax 
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capital gains, but to limit the deductibility from other income of capital 
losses, means that the Treasury shares in business successes, but refuses to 
participate (through lower revenue) in business losses; business incentives 
may thus be weakened. 

The individual income tax has, furthermore, presented many opportunities 
for avoidance of payments. The exemption of interest on state and municipal 
bonds has been noted. Some of the federal bond issues are partly exempt 
from federal income tax. Income-tax payments can also be avoided through 
use of the corporation. Suppose a man operates a business which is incor- 
porated and in which he is the owner of nearly all the stock. Suppose that 
the profits of the business would put the owner in the 60 per cent tax bracket 
if all were paid out as dividends to the owner. Instead, however, the owner 
of the business retains the profits in the corporation, and draws from it 
(in salary) only as much income as is required to meet his consumption 
expenses. The profits are left in the corporation to be taxed at the corpora- 
tion income-tax rate, which is lower than the higher individual income-tax 
rates. 

Another device is the creation of trusts. By creating a number of trusts, 
e.g., for the benefit of his children, a wealthy person can divide his propeiiiy 
and so split his total family income into several smaller amounts, thereby 
escaping the progressive feature of the income tax. He must, however, pay 
a gift tax on the funds put into the trusts. Similarly, taxpayers who reside 
in states having the “community of property” principle for husbands and 
wives have an advantage because family incomes can be divided equally 
between two taxpayers; the total of taxes is thus less than if one tax were 
levied on tire entire income. 

The Corporation Income Tax 

The corporation tax is levied on corporate net incomes or profits, as these 
are defined by law. During the 1920’s and the early 1930’s, the rate of tax 
on corporate net incomes was about 12 per cent, fluctuating only slightly 
from year to year as Congress modified tax rates in the light of changing 
revenue requirements. From 1935 to 1942, corpoi'ation-tax policy was in a 
state of flux. A mildly progressive rate structure was adopted in 1935, a 
tax on undistributed profits was put into effect in 1936, and in the following 
years other substantial changes were made. During the wax', corporation 
profits were taxed at the rate of 40 per cent, together with an additional tax 
on excess profits. 

One of the most diflBcult problems presented by the tax on corporation 
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profits is its relation to tlie individual income tax. Since 1936 the earnings 
of corporations, if paid out to the stockholders, have been taxed twice. The 
corporation pays the corporation tax on its net income, and when net income 
is paid out to stoclcholders in dividends the stockliolder pays the individual 
income tax on bis share of the dividends. Although double taxation is very 
coinmoii throughout the tax system, its application to corporation eariiings 
is not easily justified. It is often held that since other forms of property 
income are not doubly taxed, corporation earnings have been singled out 
for discriminatory treatment. On the other hand, the possibility of retaining 
earnings in a corporation pennits the partial avoidance of personal income 
taxation if a corporation is owned by one person or by a few men working 
closely together. In addition to the tax on net income, Congress imposed in 
1936 a tax on the retained or undistributed profits of corporations in an 
effort to cope with this problem. This tax on undistributed profits proved 
to be very unpopular, however, and was abandoned. But the problem of 
integrating personal and corporation income taxation still remains. 

The wartime excess-profits tax on corporations was first levied in 1940; 
in the fiscal years 1943 to 1945 it brought in far more revenue than the tax 
on the net incomes of corporations. The excess-profits tax was levied in 
addition to the net income tax, being imposed on all profits in excess of a 
base amount. Corporations were given the choice of selecting a base amount 
from two figures: the average profit in the period 1936-39, or profits equal 
to a given percentage on the capital employed by a corporation. 

The excess-profits tax was discontinued at the end of the calendar year 
1945, for this kind of taxation is a wartime measure. Difficult problems of 
policy and certain inequities in application are apparently inherent in the 
excess-profits tax which would be intolerable in peacetime, at least in 
context of present-day tax philosophy. 


The Esfafe and Gift Taxes 

The Federal government imposes an estate tax upon estates of more 
than $40,000 left by a decedent. An inheritance tax, on the other hand, is 
levied on the separate shares of an estate, as the shares are transferred to 
the beneficiaries under a will. The federal estate tax on estates in excess 
of $40,000 is progressive, reaching to a rate of 77 per cent on the highest 
; bracket. In order to obtain some degree of unifomiity among the states, 
Congress has permitted the payment of. the federal estate tax to be reduced, 
within certain limits, by amotmt$ paid to state governments for state 
death (inheritance and .estate) taxds. The effect of this provision is that 
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a large part, of tlie revenue from death taxes goes to the state governments, 
and the federal revenue from the estate tax remains comparatively small. 
The federal gift tax supplements the estate tax. Gifts of large amounts are 
taxed at rates which are three quarters of the corresponding estate tax rates. 
If there were no gift tax, persons might avoid the estate tax by transferring 
property to heirs in anticipation of death. 

Federal Consumption Taxes 

Consumption taxes are those imposed on commodities or on services with 
the intention that the burden of the taxes shall rest on the consumer. 
Consumption taxes include import duties and excise taxes, which are im- 
posed upon selected commodities, and sales taxes which are levied upon all 
commodities and services (with specified exemptions) sold, e.g., at retail. 
The Federal government does not levy a sales tax. Usually, the tax itself is 
paid to the government by a business organization such as a manufacturer. 
The burden of the tax rests on the consumer in the form of the higher price 
for the commodity or service. Federal excise taxes are imposed on such 
commodities as cigarettes, liquor, fms, jewelry, luggage, matches, playing 
cards, etc., and on services (e.g., travel). 

The Federal government has always relied upon consumption taxes; 
import duties were at one time almost the sole source of revenue, and liquor 
and tobacco taxes have played prominent roles in the revenue system since 
the War between the States. The consumption taxes are easily administered, 
since the Treasury collects the revenue from manufacturers or from im- 
porters. Liquor and tobacco taxes are likely to remain a steady source of 
federal revenue, even if other commodity taxes are dropped (as happened 
after World War I), for popular moral sentiments support a measure which 
reduces consumption of liquor and tobacco. In fact, the liquor tax is re- 
garded as part of the legal control over the distribution of alcohol. Tobacco 
taxes were adopted in the nineteenth century when flie use of this com- 
modity was more widely frowned upon than it is now; the mere fact that 
tobacco has been taxed for so many decades is enough to assure its almost 
certain continuance in the tax system. The other commodity taxes adopted 
during the 1930's and early 1940's have more of the air of emergency about 
them. 

The excise taxes imposed by the Federal government fall generally upon 
commodities which are widely believed to be ^luxuries/' The puipose in 
selecting commodities on tliis basis has been to tax articles believed to be 
consumed by the well-to-do, and thus presumably items which the low- 


GOVERNMENT FINANCE 


702 

income groups "should not” consume. But such products as cosmetics, tires 
and tubes, and radios are widely consumed by low-income as well as by 
high-income groups. Excise taxes, in fact, )ueld large Tvxemies only if they 
are imposed upon commodities which are consumed in large quantities. 
The only importance of the "luxury” attribute is that it affords an easy means 
of justifying the selection of commodities for taxation. 

The import duties and social security taxes }deld revenue in connection 
with the exercise of other controls, namely, on the volume and kind of 
commodity imports, and in tlie operation of the social security system. 
Further consideration of these two problems is given in Chapters 36 and 40. 

STATE AND LOCAL TAXES 

The tax revenue system of the state and particularly of the local govern- 
ments is dominated by the tax on property. Most local governments depend 
entirely on the property tax for their financial support. A general picture of 
the tax revenues of the state and local governments is given in Table 67. 


Table 67 TAX REVENUES OF STATE AND LOCAL 
GOVERNMENTS, 1941 


Source of fax 

STATE 

tOCAi. 

TOTAt 

Per cent of total 
state and local 

revenue 

(in millions of dollars) 

fax revenue 

Property 

268 

4,224 

4,492 

49 

Sales and gross receipts 

1,033 

98 

1,131 

12 

Pay rolls 

901 

5 

906 

10 

Corporation and business 

586 

181 

767 

8 

Individual income 

225 

2 

227 

3 

Inheritance^ estate, and gift 

118 

1 

119 

1 

Motor-vehicle fuels 

913 

7 

920 

10 

Motor-vehicle licenses 

433 

24 

457' 

5 " 

Other 

30 

166 

196 

2 


Source: Adapted from Public Finance and Full Employment, op. cit, p. 108. 

During the nineteenth century and until about 1920, the property tax was 
almost the sole source of revenue for the states as well as for the local 
governments. During the 1920 s the extensive construction of highways led 
to the adoption of state gasoline and motor vehicle taxes. The relief and 
social security programs of the 1930 s led in turn to tire imposition of state 
retail, sales and pay-roll taxes; • Cbnsequently, with the increase of state 
revenue from other tax sources, the general tendency for the states in the 
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1920's and \930 s was to relinquish property taxation, leaving this source of 
revenue to the municipal and other local governments. Property tax revenues 
did not, however, decrease; they continued to increase (as did state and 
local expenditures) during this period. 


The Property Tax 

The property tax is an annual tax upon the value of property situated 
within the taxing jurisdiction. The cities, counties, school districts, and other 
local governmental units impose taxes on the basis of assessments on indi- 
vidual properties. The tax rate is usually expressed in mills (tenths of a cent) 
or in dollars per hundred of assessed value. The eflfective tax rate is probably 
close to about 2 per cent of the market value of property. Assessed value is 
almost always lower than market value. 

From the standpoint of taxation, property is customarily divided into 
three main classes: (1) real estate, (2) tangible personal property (auto- 
mobiles, furniture, livestock, and other movable physical property), and 
(S) intangible personal property (stocks, bonds, bank deposits, and other 
paper claims to wealth). Originally, the property tax was a general property 
tax levied on all property at a uniform rate. However, under a classified 
property tax^ such as exists in many states, different rates of taxation are 
applied to the different classes of property; some classes of property may be 
exempt altogether. Property is divided into classes variously (sometimes 
simply into real estate and all other property) under a classified tax. 

The central problem of property-tax administration is the method and 
practice of assessment. Since in many states the tax falls on all property, 
assessment means that all property must be valued for tax purposes. Because 
the process of valuation is assigned often to" small and uiitraixied staffs, 
inevitably some values placed on property are inaccurate. The standards of 
value employed in assessment are also open to dispute. In most states this 
standard is “fair market value,” but interpretations (and even information) 
of the changing market values may vary enormously. Assessment of personal 
property is generally left up to the judgment— and conscience— of indi- 
viduals. 

Furthermore, much property escapes taxation, sometimes even real estate. 
It is often found in a community that parcels of real estate had been omitted 
from tax rolls for years. Personal property is usually listed by the owner, 
not an assessor, so that often intangible personal property is concealed. 
Because of this inevitable possibility, many states exemipt intangibles from 
the property tax or tax them at a very low rate. 
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The owners of real estate bear a disproportionate share of the property- 
tax burden, for other fomis of property are taxed at lower rates or are 
exempt. Even if rates are equal there is a tendency to assess values of other 
forms lower than real estate. Thus among the owners of different kinds of 
properties there are inequities, just as there are among owners of the same 
type of property. 

State Business Taxes 

Business enterprises are subject to the federal tax on net incomes if they 
are incorporated, and their owners must pay the federal individual income 
tax if their businesses are not incorporated. Business enterprises must also 
pay the property tax on real estate, equipment, and inventories to state and 
local governments. In addition, many states le\y a series of other taxes on 
business organizations. Corporations pay taxes for the privilege of incor- 
poration. Formerly, many states imposed special taxes on corporations 
directly as a form of business organization, but at the present time the 
tendency is to tax the net incomes of business organizations (and in some 
instances, gross incomes). State net income taxes resemble the federal 
corporation income tax though based on lower rates. One complication for 
state ta*\^ation of corporate net income is that only that part of the income 
of an out-of-state coiq^oration which is earned within the state may be taxed. 

Another form of business taxation, important particularly in the South, 
is tlie occupational tax on individual types of business and occupations, 
such as movie theaters, pool rooms, undertaking establishments, barbers, 
plumbers, etc. These taxes usually occur where political opinion favors 
state control in some measure over the privileges of the businessman. 
Businesses taxed are generally those involving some public interest of health, 
safety, or morals, although the tax may also be applied to businesses as a 
means of limiting entry into their field. 

The physical properties of public utilities, including railroads, usually 
extend over the areas of several counties, and often over several states. Thus 
a special problem in taxing their properties arises for local governments. 
How can the value of railroad property in one county be assessed? State 
governments usually tax public utilities on the value of their properties 
within die state, and then either divide the proceeds among tlie local 
governments by means of grants^ or retain the proceeds to finance state 
activities. Public utilities are of 'course subject to other taxes as a business, 
mcluding a corj>orate net incbme tax and possibly one on gross receipts 
as well. 
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The taxation of banks and of insurance companies also presents special 
problems. The assets of both of these types of business consist largely of 
securities wliich as /mtangible personal property"' are exempt from taxes 
or are taxed only at very low rates. Insurance companies are therefore taxed 
instead on their gross premiums and pay a property tax only on their real 
estate. Both state banks and national banks are treated alike by state 
governments, being taxed by special levies on bank shares, or franchise 
taxes on banks' net incomes, besides the property tax on the real estate 
owned by banks. ^ 

Chain stores are taxed in a few states, more to hamper their development 
than to raise revenue. Since any tax system reflects the strengths and the 
purposes of the major political groups, the chain-store taxation obviously 
shows the influence of well-organized groups of independent retailers. 

Motor-Vehicle Taxes 

The motor-vehicle taxes and motor-fuel taxes are distinguished from 
other kinds of taxes by the segregation of their revenues from other funds 
for particular expenditure. Revenues from other taxes are not segregated, 
but go into a general fund from which all kinds of expenditures are made 
(an exception in some states is the use of liquor-tax revenues for such pur- 
poses as education and hospitals). But motor-vehicle and fuel taxes are used 
for highway expenditures. Highway users therefore pay for public roads, 
but not entirely, for other revenues are needed when highway expenditures 
exceed motor-vehicle and fuel tax revenues, as happened in the 1920 s and 
1980's. The gasoline tax, which is the most important of the motor-vehicle 
taxes, is perhaps the least unpopular of all taxes. Its costs of administration 
are low, and it yields a steady and dependable revenue— virtues commend- 
ing it to state treasuries. Most motorists realize that the gasoline tax is used 
for highway construction and do not oppose the tax. 

The gasoline tax paid by any one person over a period of time is a rough 
measure of his use of highways and thereby of his responsibility in their 
construction and maintenance costs. Moi’eover, the out-of-state motorist 
must in this way pay for the use of the highways of the states he visits. 
Even the more expensive construction required for and extra costs caused 
by the operation of heavy vehicles, or high-speed ti*afiic by all vehicles, 
is to some degree supported by larger gasoline tax revenues. For heavy 
and fast-speeding vehicles both use more gasoline per mile than those of 
average weight and those operated at moderate speeds. 

The tax is thus remarkably flexible in. adapting payment to use and cost. 


GOVERNMENT FINANCE 


706 

But there remain some inequities nevertheless. Heavy vehicles ^cause addi- 
tional costs in highway construction and maintenance out of proportion to 
their higher gasoline tax payments per mile. The annual motor-vehicle 
license tax, which in some states is so low as to bring in only enough revenue 
to meet the costs of registration and of license tags, is widely used to 
supplement the gasoline tax in paying for highway costs which are not 
covered by the latter. These taxes are based on the weight or horsepower 
or value or wheel base of the vehicle— or a combination of factors— and thus 
are greater for larger vehicles. Still, the license tax does not adequately cover 
additional costs of large-weight traflSc because this traffic is mainly com- 
piosed of commercial vehicles which use the highways more often than 
private ones. 

Commercial vehicles— common carrier and contract trucks, and buses— 
present a more difficult problem of highway taxation in the relation between 
this taxation and the taxes levied on railroads. The motor carriers and the 
railroads are competitive: both are regulated and both are taxed. The rail- 
roads have long claimed that the motor carriers’ tax burden is a smaller one, 
because the trucks and buses use the public highways and do not contribute 
adequately to highway costs. As a result there has been pressure to impose 
special taxes on motor carriers. Some states do tax the gross receipts of bus 
cornpanfes, as wdl as impose a ton-mile tax. The ton-mile tax measures both 
weight and distance traveled and is thus a good method of making the 
heavy vehicles contribute to the costs of highways. 

During the financial straits of the 1930 s some states diverted gasoline 
and motor- vehicle license-tax revenue to nonhighway piirx)oses because, 
while other revenues were diminishing, it remained relatively constant. 
Diversion of highway revenue to nonhighway purposes can be defended on 
the grounds that the motorist is as responsible for support of general gov- 
ernment as the smoker or drinker or retail sales-tax payer. Most motor 
travel is performed on city streets which are largely financed from general 
revenue rather than highway taxes. On the other hand, a similar case can 
be made against full support of highway costs by motorists, since highways 
yield many benefits to the general public such as military security, encour- 
agement of commerce, etc. 

State Sales Taxes 

There are many forms of sales taxes, most of which were developed 
after World War 1. A manufactufers sales tax, such as exists in Canada, is 
imposed on the receipts of manufacturers. A turnover or transactions tax 
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falls on eveiy exchange of commodities and services. Gross receipts or gross 
income taxes are imposed on the total sales of specified industries or types 
of business. 

The retail sales tax, i.e., on the sales of retail establishments, has now 
been adopted by about half the states. In the depression of the 1930 s the 
revenues of the state and local governments fell off at the very time that 
there was an increase in their expenditure requirements, especially for re- 
lief and old-age assistance. Since property tax rates were already high, 
there was considerable resistance to further increases. Retail sales taxes 
were therefore put into effect, sometimes as "^emergency” measures because 
they yield a large amount of revenue quickly. The state of domestic emer- 
gency of the 1930’s has passed but the retail sales taxes remain. 

Retail sales taxation differs from excise taxation in this way: all com- 
modities or services except those specifically exempted are subject to a 
sales tax, but only specific commodities or services are subject to an ex- 
cise tax. State retail sales taxes commonly provide for exemptions, such 
as sales of foodstuffs, sales to religious and charitable organizations, and 
sales of commodities already taxed (e.g., gasoline and liquor). Since the 
rate of taxation is usually 2 per cent, small individual sales require either 
the use of mill tokens or the somewhat inequitable system of dividing 
sales into brackets, with each sale within a bracket bearing the same tax. 

Retail sales taxes have been criticized as unjust to persons with low in- 
comes, but the ease with which they are administered and the large yield 
derived from them have so far prevailed against such criticism. Interstate 
commerce complicates the administration of a retail sales tax to some ex- 
tent, Under the Constitution the states may not tax commodities moving 
in interstate commerce, but the Supreme Court has nevertheless upheld 
their right to levy a “use tax” on articles entering a state which would other- 
wise be subject to the sales tax, 

M of the states impose excise, or specific commodity, taxes. Gasoline, 
tobacco, and admissions have been mentioned. Liquor is another important 
object of taxation; some states operate retail liquor stores, the profits of 
which constitute in effect the tax on liquor. 

..'Other State, . Taxes. 

Many of the states impose taxes on the incomes of individuals, similar 
to the federal tax in the definition of income and in the methods of ad- 
ministration but widely contrasted to it in rates. The rates of taxation in 
the states are generally in a range from 1 to 5 per cent. Because the per- 
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soiial exemptions are also higher, the effective rates in the rtate income 
taxes are still lower; the revenue derived is therefore comparati\'ely small. 

In those states in which natural resources (other than the soil) are im- 
portant, special forms of taxation on the owners of natural resources have 
been developed. The principal reason is that taxation of natural resources 
as pro|)erty, under the propeiiy^ tax, may lead to harmful practices in their' 
use. To i)ut an annual tax on the value of standing timber is to provide 
an incentive to cut the timber sooner tlian otherwise. About half of the 
states provide for special tax treatment of forests. Methods vary, but the 
general principle is to tax the yield from forests. A tax on timber ^as it is 
cut is neutral so far as the rate of cutting is concerned; i.e., such a tax does 
not provide an incentive for earlier cutting. Mines and petroleum resources 
likewise are subject to special taxation both because it is difficult to meas- 
ure their values for property tax purposes and because of the conservation 
policy. 

RELATIONS BETWEEN TAX SYSTEMS 

Since the beginning of World War 11, federal taxes have dominated 
the national tax system. A few decades earlier, federal revenues were sec- 
ondary in importance; more than half of tire tax revenues of the country 
were collected by the local governments. Table. 68 shows federal, state and 
local revenues for calendar years at five-year intervals since 1920 and for 
1943, the latest year for which comparable data are available. 

Table 68 federal, state, and local revenues 

FOR SELECTED YEARS 



(in billions of dollars) 


Year 

Federal revenue 

State revenue 

Local revenue 

1920 

6.7 

0.8 

3.1 

1925 

3.8 

1.4 

4.8 

1920 

4.2 

2.1 

6.2 

1935 

3.8 

2.8 

5.8 

1940 

5.4 

4.4 

5.4 

1943 

22,3 

4.8 

5.7 


Source: Adapted from Public Finance and Full Employment op. cif., p. 115. 

In the nineteenth century federal revenues were derived from customs 
duties and the excise taxes on liquor and tobacco, while state and local 
revenues were derived from pro^rty and business taxes. Since Aen, the 
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increase of ^ federal taxes lias impinged upon wliat were formerly local 
sources of revenue; the expansion of taxes by both the Federal government 
and the state and local governments has led them to tax the same objects. 
Thus, for example, there are federal gasoline taxes and federal liquor taxes, 
as well as .state income taxes and tobacco taxes. 

In each major tax field— income, business, and consumption taxes— there is 
overlapping and conflict among the three levels of gdternnieiit. The only 
important example of absence of conflict is the property tax, which the Fed- 
eral government does not impose. To some extent, of course, there is co- 
ordination between Federal and state governments. Inheritance taxes paid 
to the states are partially deductible in payment of the federal estate tax. 
The federal gasoline tax would probably be higher were it not for the 
state gasoline levies; yet it is doubtful whether there should be a federal 
gasoline tax. State income taxes must be low in view of the high effective 
rates of the federal tax. In part also, the seriousness of overlapping of taxes 
is lessened by the grants-in-aid which tlie Federal government makes to 
the states for a variety of purposes such as old-age assistance and highway 
construction. 

Conflicts among states themselves are another feature of the American 
tax system. For example, several states have claimed the right to impose 
inheritance taxes on the same fortune. Where should a fleet of air-transport 
planes be taxed? In the state where the company is incorporated, or where 
the main base is, or where the planes happen to be on December 31? 
Should income be taxed on the basis of where the taxpayer lives, or where 
he earns the income? How should corporations which do business in several 
states be taxed? The possibilities of tax conflict among the states are 
apparently without limit. 


GHAPTER 33 

Tax and Fiscal Policy 


The immediate purpose of taxes is revenue, but their effect is greater 
than this. The tax system as a whole directly affects the level of invest- 
ment and employment; it influences the volumes and kinds of commodi- 
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ties and services produced, and the distribution of income. Tliese general 
economic effects of taxation must be considered along with the revenues 
yielded by a tax system. To put it most simply, the problem of tax policy 
is how to raise the necessary revenue and at the same time to adjust the 
economic effects of taxation in the desired manner. 

To say that the effects of taxation must be adjusted in the desired man- 
ner is really to av^id a major question: the effects desired by whom? It 
is possible that a dictatorship could have a wholly rational tax system, i.e., 
one which would yield revenue and would achieve precisely the economic 
effects intended by the dictatorship. Taxes are political decisions, and in 
a democracy, political decisions are characterized by conflicts of |;)urposes 
and by resolution of the conflicts through compromise. Precisely because 
of political conflict, the noni'evenue aspects of taxation are impoitant. It 
is not too much of an exaggeration to say that each organized group in 
the economy seeks to have governmental revenue raised by taxes on other 
groups. 

REQUIREMENTS OF A TAX SYSTEM 

It is not meant to imply that high principle is absent in the formulation 
of tax systems. Some principles, presently to be discussed, are accepted by 
nearly all individuals and groups. Much thought, indeed, has been given 
to the matter of the requirements of a good tax system. Adam Smith wrote 
in his Wealth of Nations that a good tax system should qrossess the charac- 
teristics of equity, certainty, convenience, and economy. That is to say, 
Smith believed that a tax system should distribute the burden of taxes 
fairly among the citizens, that each taxpayer's obligation should be made 
as certain and as little inconvenient as possible, and that costs of adminis- 
tering the tax system should be low. Other waiters since 1776 have in 
general approved Smith's ""canons of taxation," although there has been 
an inclination constantly to reinterpret the meaning of equity in taxation. 

Besides having the qualities of equity, certainty and convenience to the 
taxpayer, and economy of administration, a tax system must also iDOssess 
suitability for nonfiscal control, and it must harmonize wath national policy 
on the maintenance of high levels of employment and national output. 
These requirements of a good tax system are not likely to be fully realized 
in practice, because of the possibility of conflict among the requirements 
themselves. Thus, the requirement of equity may clash with the require- 
ment of nonfiscal control, just as the latter may clash wdth the policy of 
maintaining a high level of national output. 
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Before two major policy problems of taxation-equity and the rela- 
tion of tax revenues to national output—are considered, the nonfiscal con- 
trol aspects of taxation can be mentioned briefly. Suitability for nonfiscal 
control means that a tax system is also used for control of production and 
consumption. The liquor taxes yield revenue, but they are also intended 
to reduce the consumption of alcohol. State chain-store taxes have the pur- 
pose of discouraging chain-store retailing. Import duties provide protection 
of domestic industries from foreign competition. Thus, many individual 
taxes have a specific control purpose, besides their function of bringing 
in revenue. The principal reason for the widespread use of taxes as control 
devices is constitutional: the Federal government has been able through 
its taxing power to exercise control where the use of other powers under 
the Constitution was impossible or dubious. Any tax can be administered 
so as to achieve nonrevenue purposes. For example, the rates of taxation 
in the federal corporation income tax are lower for small corporations; 
hence the tax is said to “encourage” small corporate business. There are 
almost always exemptions in the levying of a tax; exemptions can be ma- 
nipulated so as to benefit particular classes of individuals or businesses. 

The Problem of Equity in Taxation 

The problem of equity in taxation is the problem of the distribution of 
the tax burden among individuals. Assuming that a given number of bil- 
lions of dollars is to be raised, how can it be collected most equitably from 
the population? This is a question of principle. In the nineteenth and 
twentieth centuries, two main principles have been advanced as solutions 
to the problem of justice in taxation. These are the benefit principle and 
the ability-to-pay principle. 

According to the benefit principle, individuals should contribute in taxes 
in proportion to the benefits received by them from government. The benefit 
principle presupposes, however, two things. One is that it is possible to 
measure the benefits derived by each individual from government, and the 
other is that all government services are calculai>le on an individual basis. 
Neither of these suppositions is completely wrong, but again, neither is 
valid enough to serve as a foundation for apportioning the tax burden. It is 
impossible, esx3ecially nowadays, to calculate the value of the government 
services consumed by an individual. Moreover, much of the activity of 
modern government is clearly in conflict with the benefit principle. In the 
present generation, governments make large exj)enditures for poor relief, 
for relief to the aged, for assistance to the unemployed, for benefits to 
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veterans and farmers and for services, such as public health and housing, 
intended mainly for tlie low-income groups. Application of tlie benefit 
principle would have low-income groups pay more in taxes, as individuals, 
than persons in tlie middle- and liigh-income brackets. 

There ai'e, however, limited applications of the benefit principle in die 
American tax system. One of tiiese is in highway finance, which was dis- 
cussed in the previous chapter. The taxes imposed by local governments 
are also applicable to the benefit principle. Local taxes are mainly, of 
course, the property tax. Many of the services provided by local govern- 
ments can be thought of as benefiting the owners of property. But the 
benefit principle in local finance breaks down in tlie case of such activities 
as education. School systems are not financed solely by the beneficiaries. 

The real importance of the benefit princijile in taxation lies probably in 
its giving strength to proportional taxation. The tax system in effect in the 
nineteenth century embodied proportional rates throughout. It was then 
that the principle of taxation according to benefit predominated. Propor- 
tional taxation is neutral in its effects upon the distribution of incomes: it 
does not affect the inequality of incomes. Proportional taxation likewise 
does not strike at tlie volunle of saving. Thus while proportional -taxation 
prevailed, the tax system was favorable to die accumulation of capital. In 
the tw^entietli century, progressive taxation, in which the rate of taxation 
increases with the size of the taxable object, has come to the fore. Progres- 
sive taxation has grown along with, the acceptance of the principle of abil- 
ity to pay as the criterion according to which the tax burden should be 
distributed. 

The ability-to-pay principle means tliat each individual should contribute 
in accordance with his ability to pay taxes, and without special regard for 
the govefnment services enjoyed by him. In a general and loose fashion, 
the principle of ability to pay fits the main facts of modern public finance, 
especially with relation to the education and welfare activities of govern- 
ment and the existence of progressive income taxation. Ability to pay as 
a concept also harmonizes with the major political ideas of the ]pi‘esent 
generation. That ''the privileged” should be taxed so as to provide gov- 
ernment benefits to "the underprivileged” is, to many people, apparently 
the main content of ability to pay. 

But just what does "ability to pay” mean? How can an individuafs abil- 
ity to pay be measured? The usual answer is that income is the index of 
ability to pay, although the wealth and consumption expenditure of an in- 
dividual have been suggested , as preferable measures. The relation, how- 
ever, between income;- apd, ability to 'pay can be interpreted as not being a' 
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proportioiiaL relation. The progressive income tax, when interpreted as a 
realization of the ability-to-pay principle, is an application of the idea that, 
as income increases, ability to pay increases more than proportionately. This 
can be shown by reference to the principle of diminishing marginal utility. 
When applied to money income, this means that the larger one's income, 
the less is the utility of one dollar of income. Or alternatively, the larger 
an individuars income, the less important are the wants successively satis- 
fied with the addition to income. The fact that, as income increases, a 
steadily higher proportion of income is saved, on the average, would follow 
logically from the principle of the diminishing marginal utility of money 
income, because the principle means that the satisfaction of consumption 
wants becomes less important as income rises. 

Under the ability-to-pay principle— and if it is assumed that the mar- 
ginal utility of money income diminishes very rapidly— a tax of, say, 10 per 
cent on the incomes of two persons with diflFerent incomes, would not be 
equitable. True, the man with the larger income would pay a greater tax, 
but the burden of a 10 per cent tax would not be so heavy for him as the 
burden of a 10 per cent tax for the man with the smaller income. For 
example, suppose tlie two incomes are $10,000 and $3,000. The hypothetical 
10 per cent tax would deprive the one of $1,000 and the other of $300. The 
former would give up perhaps a fairly expensive summer vacation, while 
the latter wmuld probably have to sacrifice clothing and might have to 
eat cheaper qualities of food. The sacrifices, then, are held to be not pro- 
portional; the utility sacrificed by the wealthier man is tlaought to be less 
than that given up by the less wealthy man. To make the subjective sacri- 
fices the same in both cases, it is required that the $10,000 income be 
taxed at, say, 20 per cent, if the $3,000 income is to be taxed at 10 per cent. 

The case for progressive taxation as the realization of the ahility-to-pay 
principle has just been described. It is well to note carefully the nature 
of the argument. First, it has to do with subjective states of mind; the 
greater ability to pay of a person with the larger income is not due to the 
fact that there is more money there for the tax collector to seize, but to 
the state of mind which attaches less importance to one dollar the more 
dollars there are. Second, it must be supposed that individuals do not differ 
widely in tempeimment and taste, that the utility of dollars diminishes 
rapidly and in about the same way for all of them. Third, it must be as- 
sumed that the tax authorities know how rapidly the marginal utility of 
money diminishes; otherwise the scale of progression might be wrong and 
injustice might result. Now, the second arid third of these assumptions are 
dubious. Individuals probably do differ widely, and neither the tax author!- 
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ties nor any one else actually knows, or can know, in a quantitative sense 
just wliat is, tlie relation between individuals and the subjective satisfac- 
tions they get from different quantities of money. 

When carefully considered, therefore, the ability-to-pay doctrine is not 
firmly founded as a justification of progressive income taxation. But ability 
to pay in its subjective meaning is not the sole ground for the progressive 
feature of income taxation. A progressive income tax can be justified on 
revenue grounds. Moreover, it can be defended as a means of lessening 
income inequality. As a political fact, progressive income taxation is an 
expression of the eqiialitarianism characteristic of the twentieth century. 

As a principle of apportioning taxes, ability to pay is not limited to 
subjective considerations. Indeed, for many purposes of tax policy, justice 
in taxation means only the relation of taxes to income. In otlier words, 
ability to pay has the more modest meaning of adapting taxes to income. 
For example, it is commonly asserted that a retail sales tax is unjust, be- 
cause it violates the ability-to-pay maxim, A retail sales tax, in fact, is 
frequently labeled ‘regressive.” Strictly speaking, a regressive tax is one 
in which the rate of tax decreases as the size of the taxable object increases. 
In this sense a sales tax is not regressive; it is proportional. But the annual 
amount of sales tax paid is a higher percentage of smaller incomes than of 
larger incomes. There are two reasons for this. One is that a higher pro- 
portion of smaller incomes is spent at retail, and the other is that the pro- 
portion of saving to income is lower for smaller incomes. Hence, as a mat- 
ter of proportionality, a retail sales tax, or any other consumption tax, bears 
more heavily on a taxpayer the smaller his income is. And if ability to pay 
means proportionality to income, such taxes are unjust. 

Even from the standpoint of justice, however, there is something to be 
said for the consumption taxes. These taxes supplement the income tax 
and lessen the inequalities which attend it. One source of inequality in 
income tax administration is underreporting. Probably several billions of 
dollars of income a year is imreported for tax purposes. Careful adminis- 
ti'ation can reduce this, but not to zero. If all revenue were raised from the 
income tax, there would be an injustice caused by differing standards of 
ethics: the honest would bear too large a share of the burden and the dis- 
honest too little. But in the case of consumption taxes, evasion is more diffi- 
cult for the individual, being limited to smuggling and bootlegging. Since 
most consumption taxes are collected from manufacturers and other busi- 
ness enterprises anyway, and since the burden on the individual is in. the 
form of a higher price, largJe-scile “evasion is out of tlie question. Hence, 
a tax system of both consumption and income taxes will result in smaller 
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inequalities ^mong taxpayers than tax systems composed only of either 
consumption or income taxes. The consumption taxes have the further 
advantages to the taxpayer himself in that they are paid in very small 
installments^ and that they are paid in anticipation of consumption. The 
person w^ho goes to the movies once a week and pays an admissions tax 
of ten cents makes the payment just as he is (presumably) looking forward 
with pleasure to the movie. If on the other hand, there were ho admis- 
sions tax, but instead an additional tax bill of five dollars a year, the 
subjective burden would no doubt be greater. 

The tax system of the United States does not reflect, except incompletely, 
the application of the ability-to-pay principle. A large part of total govern- 
ment revenue is raised from taxes on consumption and from taxes on busi- 
ness. Why is this? The reasons are, first, that justice must often give way 
to other considerations in the gathering of tax revenues. Justice must most 
frequently defer to revenue. Suppose a state government needs 50 million 
dollars additional revenue and needs it quickly. A consumption tax can 
bring in this revenue within a few montlis, whereas an income tax may 
not yield the desired revenue for, say, a year and a half. Furthermore the 
revenue from a consumption tax is usually steady, while the yield from an 
income tax is subject to sharp fluctuations. In tlie second place, the burden 
of consumption taxes is not fully recognized by those who pay them. Hence, 
a government can raise more revenue with less friction and opposition from 
consumption levies than from an income tax. Third, taxation is a political 
fact. In the past, most taxes were imposed by those with political power 
upon those without political power. The American Revolution was given 
impetus by objections to taxation without representation; in European 
countries in the eighteenth century and earlier the ruling classes paid no 
taxes. The American Revolution, and the corresponding political changes 
in Britain and France, established a system under which taxes have been 
imposed by democrafic legislatures. In the United States, the House of 
Representatives must, under the Constitution, initiate all tax legislation. 
But still there is a tendency for the groups in power to tax those with less 
power. The rise of p)rogressive income taxation can be partly explained- as 
the result of a political development in which the politicians, representing 
the many with low incomes, have brought it to pass that the few, with high 
incomes, have been taxed heavily. Such an explanation, it must be empha- 
sized, is only partly true. Before World War II only about four million 
persons paid federal income taxes. During the war the number of income 
taxpayers increased by at least tenfold. Political pressure, therefore, is no 
longer in the direction of the many taxing the few, but rather it has become 
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a question of sharing the income-tax burden* Furthermore the 'Costs of gov- 
emmeiit have become so high that they cannot be met through taxation 
of the few (tliose witli high incomes)* As a consequence, the many have been 
forced to tax themselves to pay governmental costs. 

THE GENERAL EFFECTS OF TAXATION 

• The economic effects of taxation can be examined from two points of, 
view of equal importance. First, there are the effects of taxes upon invest- 
ment, savings, and consumption, as well as upon the distribution of income. 
Second, there are the effects of individual ta*xes upon tlie prices and pro- 
duction of particular commodities and services. 

Consider now the first group of effects, i.e., those upon the determinants 
of the size of national output In large part, these effects were discussed 
earlier, and need be treated here only very /briefly. In Chapter 5 ^ it 
was shown that while the bulk of tax revenue is withdrawi from tire in- 
come stream it is again added to tire income stream as governmental ex- 
penditures are made. In Chapter SI transfer expenditures were described; 
it was shown how production by private enterprise and consumption by 
private individuals are affected by taxes and expenditures. 

Investment is affected by taxation primarily through the impact of taxes 
on business incentives. The taxes which may influence incentives most are 
the irersonal income tax, especially that part of it which falls on capital 
gains, and high rates on the high taxable income brackets. There is some 
indication that tlie federal income taxes on individuals and corporations 
have had the tendency to discourage risky undertakings. But taxes are 
only one factor determining producers’ decisions,- and consequently their 
effects should not be exaggerated. However, there seems to be little ques- 
tion that growth of new and small enteiprises is slowed by corporate and 
personal income taxes. The major source of funds for expansion of such 
enterprises is retained earnings, since small enterprises cannot easily sell 
securities* Taxation of earnings needed for expansion necessarily slows the 
expansion of smaller enterprises, because they must give up earnings which 
might otherwise be retained and used for expansion.** 

The volume of saving is affected primarily through the income taxes* 
Since the bulk of saving is done anyway by corporations and by individuals 
in the higher income groups, the income taxes are tire main reducers of 
saving. The distribution of income among persons is influenced to some 

'ipp.' 128-24* 3 See Chap. 7, pp. 168-65. 
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extent by ta|:es and by public expenditures. The income tax lops off large 
amounts from the highest incomes. A part of public expenditures goes to 
the lowest income groups: the indigent and the aged. Other public expendi- 
tures benefit the veteran and the farmer. Taxes and expenditures therefore 
bring about a transfer of income from the rich to some of the persons in 
the lower and lowest income groups. On the other hand, it must be noted 
that through the consumption taxes the lowest income groups yield part 
(in 1939 more relatively than the middle income groups) of their incomes 
to government, which makes some payments to rich persons, e.g., wealthy 
bondholders. 

The Effeefs of Individual Taxes 

Taxes affect prices and thus they influence the allocation of economic 
resources. This is the second group of effects of taxes. This problem is 
usually referred to as the ''shifting” and "incidence” of taxation. Shifting 
refers to the process through which taxes affect prices so that the burden of 
a tax is thrown onto someone else. For example, the cigarette manufacturer 
has the legal obligation to pay the cigarette tax; the law places the tax 
on him, not on anyone else. But having control over his price he is able 
to charge more for cigarettes to the wholesaler. The latter in turn sells the 
cigarettes at a higher price to the retailer, who in his turn sells to the con- 
sumer at a higher price. The demand for cigarettes is inelastic, so that 
higher prices do not reduce sales much. The tax is shifted to the wholesaler, 
to the retailer, to the consumer. The consumer bears the tax burden. The 
incidence of the tax (i.e., the locus of its burden) is on the consumer. 

There is a widespread popular impression that taxes, especially those 
on commodities, are always shifted to the consumer. Actually, this is much 
too simple a view to take. Consider the cigarette manufacturer again. He 
shifts the tax, but nevertheless is affected by it, since his sales must he 
somewhat smaller, because the effect of this tax is the approximate doubling 
of the prices to the consumer. His sales are probably smaller and his profits 
probably less even though he passes on the full amount of the tax. More- 
over, to the extent that sales are less with the tax than without it, the con- 
sumption of tobacco in cigarettes is lessened and tobacco growers face a 
smaller demand than they might have without the tax. The amount of land 
devoted to tobacco is therefoi'e affected by the tax, and die price of to- 
bacco is probably somewhat less than it might have been if there were no 
tax. The effects of a tax are widely felt, even though it is shifted. In the 
final analysis it is found that the tax on cigarettes is shifted in large part 
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to the consumer, but to some extent it is also shifted back tq the tobacco 
grower. 

Whether or not a tax on a manufacturer, or on a retailer or other seller, 
is shifted depends on the operation of the price-forming processes for the 
commodity or service which is taxed. A commodity tax can be shifted only 
by means of changes in prices or by alterations in the other terms of ex- 
change, such as quality. Taxes can be shifted ‘'forwarcT' or “backward^ The 
cigarette tax is an exam|)le primarily of forward shifting, i.e., to the con- 
sumer. To the extent that the cigarette tax would cause a lower price to 
be paid to tobacco farmers, the cigarette tax wmtild be shifted backward. 
The processing taxes imposed on certain agricultural commodities in the 
period 1933-36 were in general shifted forward to consumers. But the tax 
on pork products was shifted backward to the hog raisers; in this case the 
fanners received lower prices, while the prices paid by consumers were 
apparently not aflfected by the processing tax. 

To be shifted, a tax must have an effect on either the demand for or the 
supply of a commodity or service. Since consumption taxes are levied on 
producers or sellers this means that supply must be affected by a tax. The 
effect on supply is through the increase in the producers’ or sellers’ costs 
as a result of the tax. 

Consider tax shifting under conditions of pure competition. It will be 
remembered that the short-run supply schedule shows that the amounts 
offered increase with prices, and that the demand schedule shows that the 
amounts which would be bought decrease with higher prices. Because it is 
an addition to costs, a tax on a commodity raises the price at which each 
amount would be offered. Therefore, there is a new supply schedule and a 
new and higher short-run price. If demand is highly elastic, so much less 
can be sold at higher prices that suppliers may find that the full amount 
of the tax is not covered by the increase in price. If demand is highly 
inelastic consumers will continue to buy nearly the same amount at the 
higher price. Thus, the extent to which a tax is shifted depends in part 
upon elasticity of demand. 

In the immediate market period, if buyers expect a new or increased tax 
to raise prices, they may increase their rates of purchase, in which case a 
rise in demand forces up tlie price of the taxed commodity for a time. In 
the short run there is no doubt that a tax on a commodity produced under 
conditions of pure competition will be partially or completely shifted, for 
in the short run any increase in costs influences supply and therefore price. 
In the long run, and assuming that no other force than the tax intervenes, 
the tax has its full effect upon supply; marginal producers at the old equi- 
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librium prica are eliminated and supramarginal producers reduce output; 
the price rises to a new long-run equilibrium determined by the new long- 
run supply schedule. Both producers and consumers are thus affected by 
the tax. Depending upon the nature of the supply schedule, the change in 
equilibrium price is less than, equal to, or more than the amount of the tax. 

One thing is certain. The shifting of a tax on a commodity produced and 
sold under conditions of pure competition takes place because of the effect 
of the tax on demand or supply or both, and not because the producers 
or sellers want the tax to be shifted. It is only under conditions of monopoly 
and of monopolistic competition tliat the producers' decisions have any- 
thing to do with the shifting of taxes to consumers. A monopolist may in 
fact decide not to shift a tax, but rather to bear the burden himself. This 
will be true where the tax is levied on the monopolist's profits, not on the 
commodity he produces, and where his profits are at a maximum. It is 
better for a monopolist to pay a profits tax out of maximum profits, rather 
than out of any smaller amount. If he shifted the tax to his consumers by 
raising his price, he would diminish his profits,, assuming that he had been 
charging the profit-maximizing price, and would have smaller profits -after- 
taxes than if he bore the burden of the tax. On tlie other hand, a tax di- 
rectly on the commodity produced by a monopolist is shifted, because such 
a tax strikes at his costs and affects his calculations as to profits. He will 
not, however, necessarily raise the price by the amount of the tax, for to 
do so would in most cases reduce his profits-after-taxes more than if he 
raises his price by an amount less than the tax. If, however, the monopolist 
has only a vague idea as to hisTnarket, and if he operates by rule of thumb, 
he will probably raise his price by the full amount of the tax. A monopolist 
whose price is regulated by public authority will almost always ask f Gr- 
and get— permission to shift new taxes to the consumers. 

Under conditions of monopolistic competition, the effects on prices of 
commodity taxes are even more complex. Monopolistic competition fre- 
quently shifts the sphere of competition from price to quality, service, and 
advertising. Thus the burden may be shifted to the consumer in the form 
of poorer quality and service. If a tax is not a large one, it may not he 
shifted at all, the manufacturer preferring to bear the tax rather than 
accept the risks or incur the costs of setting a new price or changing the 
quality of his product. In general, however, where price-setting is done by 
hmle of thumb in a fairly stable context, taxes are simply added to prices. 
In practice, prices are often raised by more than the amount of tlie tax, 
particularly when the old price, plus the tax, gives a figure which is just 
below a multiple of five or ten. The price for convenience is then simply 
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raised to the next liigliest multiple* For example, a 10 per ceot tax ou a 90 
cent item may result in a new price of §1^ instead of 99 cents. 

The effects of taxes on income, either personal or corporation, are dif- 
ferent from die effects of commodity taxes* In most cases tliey are not 
shifted: the burden remains where the law imposes the tax. Shifting of the" 
individual income tax would mean that everyone paying this tax would 
demand a]id get a tax-offsetting increase in income from his employer, or 
his customers, or his patients or clients. In a few isolated cases, this hap- 
pened during the period of general labor shortages in the early 1940 s, vdien 
the withholding of income taxes began. But it could not happen as a gen- 
eral rule. The personal income tax is a uniform and iniiversal tax; it falls 
on e\'eryone with a high enough income, and tlierefore it cannot reduce 
tlie number of income-seekers, altliough the volume of services may be 
affected. If there ivere an especially heavy additional income tax on, say, 
lawyers, the effect would be in time to reduce the number of lawyers, which 
in turn would raise the prices of legal services, thus shifting all or part of 
the hypothetical tax. Again, if one state imposed an especially heavy/ income 
tax, the effect would probably be to cause some people to move from the 
state. If businessmen moved and took their businesses with them, there 
would be at first some unemployment in the state imposing the tax, so that 
wage incomes there would fall; the shift would in this case be backward 
to wage earners. However, it may be ex^rected that some wage earners 
will also move out of the state; this would tend to restore wage rates. 
Those employe's and other income receivers subject to the tax whose 
resources are immobile or whose markets are located in the state will 
bear the burden of the tax. 

The corporation net income tax, so far as it is tax on pure profits, can- 
not be shifted to consumers. This is the opinion of economists, although 
businessmen always insist that this tax is passed on to their customers. 
But consider: a corporate income tax necessarily falls only on some cor- 
porations, because not all corporations make pure profits. There are always 
some which lose money. And of these which do have profits, some make 
large profits and some small profits. If the corporation net income tax were 
to be passed on to consumers, it would follow that the most successful ones 
would raise their 'prices most, the less successful ones oiily a little, and the 
losing ones would .not raise'' prices -'at all It is obviously ridiculous to 
imagine that cdiporations*;'pri€es'are set in this way: that the larger a cor- ; 
poration's profits, the higher itS;;pf ices must therefore be. Corporation prices 
are determined m accordance ■'with market positions. Moreover, it can be - 
' pointed out that ,a:coiT>orati0h^^ income tax would affect prices only if it 
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caused invesl^iient|to be shifted to other uses. If corporations operated only 
in selected industries, and if noncorporate business forms operated in other 
industries, the effect of the tax on corporation net income would be to shift 
investment between industries. Rates of output and prices would then be 
affected, and the tax thereby shifted wholly or partly to consumers. Con- 
ceivably, a consequence of the tax on corporate profits is tliat more capital 
is put into farming and housing, fields in which the corporate form of or- 
ganization is not important. On the other hand, it may be argued that the 
advantages (tax and otherwise) of the corporate form are so great that 
there would be an undue amount of capital allocated to producing goods 
in the industries characterized by the corporate form, if it were not for 
the redressing of the balance by the corporate income tax. It is probably 
safe to conclude, then, that tliis tax is nbt shifted in most cases. On the 
other hand, this conclusion must be modified in the light of the practices 
of corporations in recent years. Reserves for the corporate income tax are 
set up, and charges to such reserves have come to be regarded as costs. 
When management treats this tax as though it were a cost, price policies 
are likely to be affected and may lead to a partial shifting of the tax 
through higher prices. 

Other business taxes, however, are mostly shifted. This is. true of taxes 
which affect all business firms, such as the gross receipts taxes of some 
states. The incidence of the property tax presents a difficult problem. It 
is probably true that part of the burden of the tax is borne by property 
owners, and that the rest of the burden is shifted to others, such as tenants. 
The property tax on land is borne by the owner of the land at the time 
the tax was imposed, because the tax reduces the capitalized value of the 
land. Likewise, increases in the property tax on land are borne by the 
owner at tlie time of the imposition of the increase. The capitalized value 
of the land (its sales value) is reduced by the stated’s confiscation, through 
taxation, of a share of the rent. Subsequent land owners thus escape the 
burden of property taxes on land. 

The property tax on improvements is borne by investors to the extent 
that the tax is no higher than taxes on alternative uses of capital. To the 
extent that the property tax in one jurisdiction, or on one given kind of 
transferable capital, is higher than that in other jurisdictions, or on other 
types of investments, the property tax is shifted to tenants or other users 
of the services of the type of capital goods involved. 

The burden of the tax system as a whole thus depends on how taxes are 
shifted. , It is to be remembered that indirect effects are particularly im- 
portant. All prices are affected by taxation, not merely the prices of those 
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commodities and services which arc taxed. All prices are iriflii^^^nced in two 
ways: through price interrelations,^ and through the effects on incomes' 
brought about .by taxes, 

TAX POLICY 

Any tax system reflects a variety of public purposes, some of them con- 
flicting. Revenue, equitable distribution of the tax burden, ease of adminis- 
tration, the loci of political power— these are purposes among which com- 
promises must be made. Revenue conflicts in part with equity, and equity 
is often in conflict with ease of administration. The question of the relation 
of taxes and of public expenditures to the level of income and employment 
is one that has emerged relatively recently. Even before the 1930's this 
question was not completely ignored. There was a notion that taxes ought 
not to 'liurt business.’’ In any case, the sum total of taxes, except in war 
periods, was too small to have much effect on the level of national output. 
Hence there was not much reason to think about the problem. 

Earlier in this chapter, reference was made to flexibility of total tax 
revenues as a requirement of a good tax system. Flexibility in this sense 
means that tax revenues are low in periods of depression and high in times 
of relatively full employment. Emphasis on flexibility has come with the 
increased attention given to fluctuations in national output, and to the 
role of government expenditures and taxes as they affect national output. 
Before the 1930’s, a good tax system was supposed to have the virtue of 
a total revenue as stable as possible from year to year. The cigarette and 
gasoline taxes, for exanq^le, yield a very steady revenue. This is due to 
the wide use of these commodities, and to their low-income elastieit}'^ 
which in turn is due to the small part tliey play in the budgets of most 
consumers. On the other hand, an income tax yields a very unstable rev- 
enue: high in periods of prosperity and low in depression years. Stability 
of revenue depends not only on the characteristics of individual taxes. 
It also is affected by the number of taxes in a tax system. The larger 
the number of taxes, tlie more stable revenue is likely to be. 

In the late 1930’s some economists began to urge that the structure be 
overhauled so that taxes would impinge more heavily on savings and would 
strike less seriously at consumption. This policy was advocated do ring a 
depression period; its purpose was to reduce the propensity to save, to in- 
crease the propensity to consume, and therefore to add to the aggregate 
demand for current output and to make tax revenues as a whole more 

._,^SeeChap. 16, pp, 374-m 
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flexible. The effect of these proposals would have been to raise the income 
taxes and to lower the consumption taxes. It was believed that higher 
income taxes would strike directly at savings. Congress paid no particular 
attention to these suggestions. Even if it had. Congress would have had to 
weigh these considerations against all the others relevant for tax policy- 
revenue, equity, administration, and the demands of special groups. It was 
easier to arouse interest in the late 1930"s in using government expenditures 
as a stimulative measure than to indicate the advisability of flexible tax 
revenues. 

Wartime tax policy was dominated by revenue demands. Income, busi- 
ness, and consumption taxes were all increased. Besides revenue, however. 
Congress had to see to it that taxes did not interfere with incentives, for 
it was necessary to mobilize the civilian population for war production. 
This was one of the main reasons income taxation could not be raised too 
fast and too far. Taxes were placed on a larger number of ^luxuries” in 
order partly to cut down 'nonessentiar consumption. In a way, the tax 
policy of the war period was the reverse of that which had been recom- 
mended during the late 1930's: consumption was to be reduced, and sav- 
ings were to be seized through taxation for use in war financing. 

In the immediate postwar period, federal tax policy was confused. The 
heavy wartime taxes continued to be appropriate during the period of in- 
flationary boom; consumption taxes tended to hold demand in check, and 
the income tax yielded a heavy revenue. But the excess -profits tax on cor- 
porations was quickly abolished, partly for reasons of business incentives, 
and Congress began to modify the individual and corporation income taxes 
with the same purpose in mind. 

It is not to be expected that the tax system will be dominated by aily 
one idea, such as the stabilization of national output and income at high 
levels. The higher die total tax burden becomes, the stronger will he group 
pressures to ward off taxation of themselves and to throw the burden 
onto some other group. The centrifugal forces of political democracy will 
probably prevent the integration of the tax system in the service of any 
one idea or power group. 

BALANCING THE FEDERAL BUDGET 

Until the 1930's it was the tradition to balance public budgets on an 
annual basis. During and for a while after war periods the federal budget 
had been out of balance— the excess of expenditures increasing the national, 
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debt. But apart from that, hardly anyone had ever doubted the wisdom of 
balancing the budget every year. Balancing the budget simply means that 
expenditures are covered by tax revenues and by such nontax revenues as 
fees and fines; in other words, that no borrowing is necessary. 

In the case of state and local governments, unbalanced budgets mean 
that borrowing is undertaken usually to pay for public improvements of a 
peiinanent nature, such as highways and school buildings. When borrowing 
is done for such purposes, it is considered justified. The reason is that 
borrowing means additional taxation for the future, to pay interest and 
principal on the debt. But this matches the services of the permanent 
improvement, services which will be yielded for a long period of time. 

With the beginning of the depression of the 1930"s, federal tax revenues 
began running behind expenditures. The deficit had to be met by borrowing, 
i.e., by selling securities and hence adding to the federal debt. The depres- 
sion did not decrease federal expenditures, on the contrary it had the effect 
of causing demands for larger expenditures, but it did cut down revenue. 
At first, in the early 1980 s, the unbalanced federal budget was to most 
people a cause of alarm, and the growing federal debt was regarded as a 
dangerous thing. But later, and under the Roosevelt administration, there 
arose a tendency to make almost a virtue of the unbalanced budget. There 
thus began a controversy, which has not yet died down, as to the wisdom of 
deliberately unbalancing the federal budget in order to use the federal 
expenditures as a lever on the rest of the economy.® This is the controversy 
over deficit financing. 

Deficit Financing 

The deficit financing of the Federal government in the 1930's was not on 
a very large scale. The deficits ran from 1 to 3 billion dollars a year. From 
1932 on, the deficits can be attributed to the emergency expenditures, for 
RFC loans, for agricultural benefits, for relief of the destitute, for public 
works, and, in 1936, for the veterans bonus. The growth of a policy of 
deliberate deficit financing was very slow.® The Hoover administration tried 
to balance the budget. Even Roosevelt campaigned in 1932 for lower taxes, 
economy in expenditure, and a balanced budget. In 1933, however, die 

® See Chap. 6, pp. 131-32 and 142-44, for a discussion of increases and decreases in 
government expenditures as they affect national output. 

® See Arthur E. Burns and Donald S. Watson, Government Spending and Economic 
Expansion^ American Council on Public Affairs, Washington, D. C., 1940, especially 
Chap. 3., ^ ' 
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emergency had become so acute that drastic steps were felt necessary. 
These were the reduction in the weight of the gold dollar, the National 
Recovery Administration program to stabilize industry, the Agricultural 
Adjustment program to stabilize agriculture, large-scale expenditures for 
relief, and a public works program. It was believed in administration circles 
that the public works expenditures would ^ prime the pump^' of recovery 
and stimulate expansion of the producer goods industries. 

Now a policy of deficit finance makes sense only if there actually is a 
deficit, i.e,, there are expenditures coming from newly borrowed funds and 
not from taxes. Keynes had published in 1933 a pamphlet entitled The 
Means to Prosperity^ in which he argued that large-scale ‘loan-expenditures” 
(i.e., expenditures from borrowed funds) would stimulate the economy. 
They would do this, he said, throughuncreasing incomes by more than the 
amount of the loan-expenditure itself. This would be the effect of the 
multiplier, a concept which Keynes made widely known in a later publi- 
cation. 

A policy along these lines was not part of the early New Deal program. 
The New Deal emphasis was at first on particular kinds of expenditures as 
stimulants to the economy. These were public works and work relief outlays. 
It was not until about 1936 that the nature of deficit spending began to be 
widely realized. A theory and a policy of “compensatory spending’" was then 
worked out. This was the notion that in time of depression the Federal 
government ought to engage in deficit financing, and that the additional 
expenditures would act to increase the national output. In periods of pros- 
perity the Federal government ought to achieve a surplus of revenue, the 
surplus being used to retire the additional national debt incurred in the 
depression period. Hence the federal budget would be balanced “over the 
business cycle,” serving as a stabilizing force to temper the severity of 
depression and mitigate the boom. 

By 1938 two things had happened to strengthen the interest in deficit 
financing. One was the decline in national output and employment in 1937- 
38, and the realization of the obstinacy of the depression itself, and the other 
was the dissemination and popularization of the views of Keynes as they 
appeared in his The General Theory of Employment;, Interest, and Money, 
published in 1936. Thus deficit financing was ja fully developed idea by the 
time tiie war began. 

What are the merits of the deficit financing policy? Can the federal budget 
be used to stabilize employment and income, and at high levels? The 
experience of the 1930"s is not conclusive enough to permit easy answers to 
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tliese questions. For one thing, the policy never was actually in full force. 
There were indeed deficits, but the policies of both the President and the 
Congress were on a year-to-year basis. In each fiscal year, there was always 
the intention to balance the budget in the near future. Actually the budget 
was not balanced, but tlie policies pursued were based on the ever-present 
hope that the depression would quickly go away. Again, the deficit expen- 
ditures of the 1930's were probably not large enough to achieve substantial 
increases in national output. Moreover, there was much mistrust in business 
circles of the government’s fiscal activities and programs. The attitude of 
the New Deal toward business was in general hostile, and not conducive to 
new investment.'^ 

During the war the federal budget did dominate the entire economy. 
Federal expenditures and deficits were so great that total effective demand 
exceeded the value of total output at prewar prices. Hence the wartime 
controls and the wartime price rises. At the end of the war the federal 
budget began to shrink, but in 1947 federal expenditures were four times 
the prewar magnitude, and for the foreseeable future they will continue to 
be much larger tlran before the war. The mere size of the federal budget 
cannot but have fairly substantial effects on the rest of the economy. 

The question of fiscal policy in the postwar period must be regarded as 
still open. The relations among total savings, investment, and consumption 
are so complex that no one can be sure as to just what will be the actual 
effects of given volumes of deficit expenditures by the Federal government. 
After the end of the war the economy proved capable of full employment- 
in fact, of an inflationary boom— despite a drastic contraction of federal 
spending. Hence, the experiences of tire 1930’s are of little help; both the 
tendencies in the economy and in federal finance were quite different after 
the war. 

With the next depression, however, it is a certainty that the Federal 
government will intervene with deficit expenditures. Such intervention will 
probably come too late to be fully effective, but it will come simply because 
of the pressure to "do something.” In this respect— the acceptance of the idea 
that tire Federal government must act— the 1930’s did emphatically mark a 
tur-^ing point. The opposition to deficit spending is much less than it was; 
and even some business groups have given it qualified approval. Should the 
next depression be a relatively mild one anyway, and if there is deficit 
spending, it will promptly be concluded that the policy is successful because 
events will have "proved” it. Similarly, the failure of the policy to end the 
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depression ci the 19S0’s probably meant only that the depression was too 
deep for so mild a dose of the remedy applied. The Employment Act of 
1946 provided for a Council of Economic Advisers to carry on continuous 
study of the behavior of the economy and to make recommendations to the 
President and Congress on economic policy. The emphasis is on those 
economic policies which relate to the level of employment and national 
output, to such policies, therefore, as deficit spending. 

Governmenf Borrowing 

When faced with situations in which expenditures are larger than tax 
revenues, national governments have met deficits in different ways. Before 
the nineteenth century they often debased their coins. Sometimes they also 
paid their obligations with notes which circulated as money. The greenbacks 
issued during the War between the States were forced into circulation; they 
were noninterest-bearing debts. Apart from these practices of the past, 
however, governments meet their deficits by borrowing. This is done by 
selling securities of different types. 

The securities sold by the Federal government may be divided into three 
main groups: the 'nonmarketable public issues,'" 'special issues," and "mar- 
ketable public issues." Of the nonmarketable public issues, the savings bonds 
are the most important, and of these "series E" the most familiar. The savings 
bond has been given various popular names—defense bond, war bond, 
victory bond— and has been advertised heavily. The savings bond cannot 
be sold; it can only be redeemed. Hence it is not marketable. The special 
issues are put out in connection with the social security program and tlie 
various government trust funds such as the fund which provides for pen- 
sions of government employees.® These issues are not sold but are held 
by the Treasury itself as an acknowledgment of its indebtedness to the 
aged and other persons covered by government programs. 

The marketable public issues are of several types. Treasury bonds are 
longrterm securities, ranging from 10 to 20 years. These bonds are issued in 
large denominations (usually ,$1,000) and they now bear interest at rates of 
2 per cent to 2^4 pe^: cent. There are many different blocks or issues of bonds 
outstanding, because they were sold by the Treasury at different periods 
in the past. These bonds are bought and sold in the bond market, after they 
are first sold by the Treasury. Then there are Treasury notes, which are 
medium-term securities, with a maturity of 3 to 5 years, and with interest 


® See Cliapter 40. 


728 


GOVERNMENT FINANCE 


now at 1%. per cent. Certificates of indebtedness usually run for one year; 
they bore interest during the war and immediately afterward at % of 1 per 
cent. Treasury bills run for 3 months, bear no interest, but are sold at a 
discount. That is, the Treasury offers its bills for sale, a bill being a piece of 
paper which has the promise of the Treasury to redeem it at face value, in 
S months. The price at which these bills were bought during and imme- 
diately after the war usually meant an effective rate of interest of % of 
1 per cent; i.e., a $1,000 bill was bought by a bank for $996.25. Rates were 
increased in 1947. 

In issuing several kinds of securities the Treasury seeks to accommodate 
every kind of potential lender. Some lenders want to lend their money only 
for short periods of time; they buy bills and certificates because they are 
more liquid. Other lenders are willing to make loans for long periods; they 
wiU prefer to buy bonds. The savings bonds are issued primarily for persons 
of small and modest means. These bonds have fixed redemption values— no 
one can lose on tliem. On the other hand, marketable securities are bought 
and sold at fluctuating prices in the bond market, so that there is some risk 
in holding them unless the owner wants to keep them until their maturity 
date. 

It will have been noted that the rate of interest varies with the length of 
life of the security. This means that the larger the proportion of short-term 
securities, the lower are the total interest payments which the Treasury must 
make. 

At its peak at the end of December, 1945, the composition of the federal 
debt in billions of dollars, was: 


Treasury bills 

17 

Certificates of indebtedness 

38 

Treasury notes 

23 

Treasury bonds 

120 

Nonmarketable public issues 

57 

Special issues 

20 

Total interest-bearing debt 

276 


It cam be seen from these figures that the savings bonds, which are included 
in the nonmarketable public issues, are a small part of the total, about 
one fifth. 

The ownership of federal securities at the same peak period of December, 
1945, is shown by the following figures, also in billions of dollars: 

. AThc %ures do not quite, add. up to this total, because they have been rounded off. 
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Commercial banks 91 

Federal reserve banks 24 

Insurance companies 24 

Mutual savings banks 1 1 

Business corporations 29 

State and local governments 6 

United States government agencies 0 nd 
trust funds *27 

Individuals 64 


These data show that about a third of the national debt is held by com- 
mercial banks, and that public bodies own about a fifth of it. 

The interest-bearing debts of the state and local governments are on a 
much smaller scale. State and local securities are generally long-term bonds, 
the most distinguishing feature of which is the fact that the interest on them 
is not subject to the federal income tax. 

The National Debt 

The term national debt is a common one, but it may be somewhat con- 
fusing. It means the interest-bearing debt of the Federal governmenf. lt does 
not mean the entire obligations-to-pay of the Federal government; these 
include gold certificates and currency, which are not part of the national 
debt. It does not mean the public debt, which is the sum total of all interest- 
bearing federal, state, and local debts. And it must be distinguished from 
the sum of public and private debt. The national debt is, to repeat, the 
interest-bearing debt of tlie Federal government. 

The Federal government began its existence in debt, and has been out of 
debt in only one year, namely 1835-36. The Revolutionary War, the War 
1812, the Mexican W^ar, the War between the States, each caused debt 
After each war retirement began,, but could not be completed except in 
the single instance of the period following the War of 1812. In the period 
before World War I the national debt was about 1 billion dollars. The 
debt rose to nearly 26 billion dollars in 1919, In the 1920’s, retirement 
began once more. By 1930 the debt had fallen to 16 billion dollars. In 
June, 1940, it was 43 billion dollars, having grown during the depression 
decade by almost as much as during World War I. The increase dming 
World War II was to nearly four times the size of the debt in the middle 
of the calendar year 1940. Table 69 shows changes in the federal debt for 
selected years since 1914. 
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Table 69 THE FEDERAL DEBT, FOR SELECTED YEARS, 191 4-47 

(in billions of dollars) 


Fiscal year 

Federal debt 

1914 

1.1 

1919 

25.5 

1920 

24.3 

1925 

20.5 

1930 

16.2 

1935 

28.7 

1940 

43.0 

1941 

49.0 

1942 

72.4 

1943 

136.7 

1944 

201.0 

1945 

258.7 

1946 

269.4 

1947 

256.9 


Interest on the federal debt is about 5 billion dollars annually. The aver- 
age interest rate is approximately 2 per cent. The amount of interest pay- 
ments depends on the composition of the federal debt. The higher the 
proportion of short-term securities, the lower the interest burden. The 
interest payments are about five times what they were before the war. 
They are not much less than the entire amount collected by the Federal 
government in taxes before the war. Interest rates paid by the Treasury 
were much lower in the late 1930 s and in the early 1940’s than they had 
been. World War II was a '‘2 per cent war” in contrast to the more than 
4 per cent which the Treasury had to pay on its borrowings during 
World War L 

In what sense is the national debt a burden? It has been said that by 
borrowing to cover so large a part of the financial cost of the war, those costs 
have been thrust onto the shoulders of future generations. This is only partly 
true. In no sense could the real costs— in material resources and human 
suffering— of the war be passed on at all, except for the consequences of 
resource depletion caused by the war. It is therefore a question of the 
financial costs. These could be passed on in full only if the national debt 
were owed to foreigners, i.e,, if all or most federal securities were owned 
by persons living in other countries. In such a case, interest and principal 
payments would have to be made out of the country, and this would mean, 
ultimately, die export of commodities to pay the debt. Hence, future genera- 
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tions woul4 have to produce goods for export without any return except the 
doubtful satisfaction of paying debts contracted by an earlier generation. 

But the United States debt is not owned by foreigners, except to an utterly 
insignificant extent. The debt is and will continue to be held internally. If 
anyone should worry about the burden on his grandchildren, he should 
remember that the taxpaying grandchildren will pay interest to the bond- 
owning grandchildren. This does not dismiss the problem by any means, 
although it has been argued that since the debt is an internal one, it is 
scarcely a serious problem at all. The fact that ‘we owe it to one another'' 
actually, however, offers little consolation. 

The real burden of the national debt consists in the following: 

1. The annual tax collection and payment of about 5 billion dollars in 
interest will adversely affect other federal activities, on the assump- 
tion that Congress will be willing to levy in any year only some given 
amount in taxes. Hence, the welfare, public works, agricultural, and 
perhaps the national defense programs, will suffer. It is not possible 
to say how valid the assumption is, but at the very least it is sure that 
interest on the national debt makes available a somewhat smaller 
amount for other federal purposes. 

2. If over tlie next several years the ownership of the national debt should 
change so that the bulk of it would be concentrated in the hands of 
the wealthy few, the payments on the debt, coming as they do from 
consumption and income taxes on the many, would intensify the 
inequalities of income distribution, 

3. Under some circumstances, the payment of the interest on the national 
debt would have a depressing effect on the employment and output. 
This would be the case if the taxes collected because of the debt 
reduced consumption, and if the interest payment went to those who 
would save them but not invest them. Hence, aggregate demand would 
be reduced. Furthermore, as was shown in Chapter 11, repayment of 
tlie securities held by commercial banks reduces the supply of money. 
This could, at times, also have a depressing effect. 

4. The existence of so large a debt means that there is always available 
a mass of perfectly safe securities. Investors may be more inclined to 
choose the safety of government bonds rather than to make riskier 
security purchases. Hence, the national debt may be a deterrent to 
investment in private industry. 

Of these aspects of the real burden of the federal debt, possibly die first 
is the most important. As the level of national output grows secularly. 
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because of population and productivity increases, the relative burden of the 
debt will steadily dimmish. Furthermore, some repayment of principal is 
to be expected. In fact, the debt is already smaller than its peak just after 
the war. Hence, the interest payments will become smaller in total amount 
and will diminish relatively as productivity increases. Further, if the long- 
term trend of prices is upward, as seems to be the case, there is an additional 
reason for the burden to shrink in relative terms; it will be easier to collect 
the interest-paying taxes if the purchasing power of the dollar continues to 
fall over the long period. 

The management of the national debt presents many technical problems. 
The debt consists of a mass of securities, some of which are maturing all the 
time. Those which mature are paid oflF and are replaced by others, unless 
the Treasury is actually reducing the total debt. Hence, even when the 
volume of the debt is stable, the Treasury is constantly borrowing to replace 
issues which are becoming due. The Treasury must arrange the maturities 
of the securities outstanding so that it will not have to face at any one time 
in the future too large a refinancing problem. Further, the fact that the debt 
is constantly turning over as replacement borrowing occurs means that the 
interest burden could increase. If the level of interest rates should rise, the 
Treasury would have to pay the higher rates on its new borrowing, and this 
would affect the average interest charge on the entire debt. 

Repayment of the national debt can take place only very slowly, simply 
because it is so large. The American tradition has always been to retire the 
debt, and there is no reason to suppose that this tradition will not be 
followed in the future. It is probable, however, that the debt will increase 
in future depressions, as deficit spending appears. Perhaps these increases 
will more than offset such retirement as will be possible in periods of 
budgetary surplus. 

The securities which constitute the national debt are assets to their 
owners, viz., banks, insurance companies, corporations, endowment funds, 
and individuals. This obvious fact is not to be overlooked. If it were some- 
how possible to retire all of the debt at once, a calamity would ensue, for 
the present owners of the debt would then have money instead of the 
federal securities on which they earn interest, and there would be no 
alternative securities to buy with the same safety. The banking system would 
be completely disrupted, since a major part of the banks’ earnings is interest 
on govermnent securities. 
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CONCLUSION ■ 

Tax. and fiscal policy have changed drastically within the last generation. 
Tax policy formerly was concerned with the question of the equity of 
particular taxes. Now it has to do with the general economic effects of the 
tax system. Fiscal policy— the tax, expenditure, and debt policies, considered 
as a whole— is new and has become the major instrument of federal economic 
policy. Fiscal policy in fact has displaced monetary policy from the centers 
of interest and action. Both tax and fiscal policy have become of much more 
importance because of the impact oS World War II, but had this war never 
occurred, tax and fiscal policy would have come to the forefront anyway 
because of the economic developments of the 1930 s. 



PART VII 


INTERNATIONAL ECONOMICS 


CHAPTER 34 . 

Infernafional Trade 


Trade among peoples of different and often widely separated regions is 
of ancient origin. The early Phoenicians were wide-ranging sea traders; and 
by the time that Athens ruled the Mediterranean, trade between regions 
was on a large scale and included some of the complicated features of mod- 
ern commerce. Bills of exchange and a rudimentary international banking 
mechanism were used to meet the needs of merchants who ranged from the 
Black Sea to the Straits of Gibraltar. Rome developed an extensive and 
complex system of trade to maintain her empire, the organization of which 
was not only military but also commercial. Since the Renaissance— -the Age 
of Discovery— international commerce has encompassed all parts of the 
world. The rise of sovereign states, each with its own currency, system of 
law, and customs, has given to international trade its essential character in 
the present era. Each state has become vitally concerned in the commerce 
conducted by its citizens, or by instrumentalities of the government, and 
thus imports and exports are regulated and directed to further the interest 
of the state. Some countries such as Great Britain and the Netherlands 
virtually live by foreign trade; to others, like the United States, it is less 
crucial but increasingly important; and for a few nations, notably Soviet 
Russia, foreign trade is of small importance. However, for all modern nations 
international trade influences in varying degrees the character of the pro- 
ductive system, the volume of output, and consumption habits of a people. 
Consider consumption habits first Every day the typical American family 
uses many items of foreign origin: Brazilian coffee, Cuban sugar, Canadian 
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pulp in newspapers, Bolivian and Malayan tin in canned goods; East Indies 
rubber, Russian manganese in steel hardware, etc. Unless foreigners pro- 
duced these things, shipped them to their ports, and sold them to Ameri- 
can importers, the daily consumption of Americans would be materially 
different. Even though the United States does supply part nf its demands 
for some of these things, and even though undoubtedly more could be 
supplied if necessary, to cease importing would be a costly procedure and 
would reduce consumption. The importance of this trade to consump- 
tion habits, moreover, is not alone measured by a country's total volume 
of goods imported. The value of imported goods is normally only 2 to 3 per 
cent of the value of this country's national output. Quantitatively this amount 
appears insignificant, but were it to be discontinued its qualitative effect 
on the consumption of all the population would be substantial. 

Productive activities and volume of output are also vitally conditioned by 
foreign trade. Over half the cotton and one third of the tobacco produced 
in this country are exported; approximately a third of the annual output of 
office appliances is shipped abroad, and between 10 and 20 per cent of the 
machine tools. Automobiles, tires and tubes, locomotives, and fabricated 
steel are among the important export items. In varying degrees American 
productive activity or productive capacity has been built up in expec- 
tation of foreign demand; a loss of exports would be disastrous to some 
segments and more or less damaging to others. Furthermore, the pro- 
ductive structure has gradually come to rely on imports of raw materials. 
The metallurgical industries, for example, require ore imports without which 
much of their productive capacity would lie idle. ^ 

Like the imports, the exports of the United States are not large in relation 
to national output. But both exports and imports are vital to the activities of 
certain industries which themselves exert a substantial influence on the 
character of the American economy and on the level of its national output. 
Similarly, American imports and exports influence the economic activities 
of foreign countries. The American market has long been of utmost im- 
portance to Brazil, Cuba, and the Philippines, and is at present the chief 
economic support of Europe. American machine tool exports will remain 
essential to the industrialization of Latin America and the modernization 
and expansion of British and European industrial economies. 

Each country in the network of international trade is both a market and a 
source of supply of commodities; each contributes to the general level of 
economic activity of all others. This principle has been clearly demonstrated 
by the dependence of many European countries on imports from the United 
States following the defeat of Germany in World War 11. Before the war. 
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Germany had supplied many of the European countries with steel, coal, 
machinery, and other commodities essential to their industrial activity; 
Germany in turn was an important market for the products of other Euro- 
pean countries. The disruption of the German economy because of war and 
occupation policies necessitated the importation of huge amounts of Ameri- 
can goods into these European countries. Indeed, the general decline of 
European productive activity and standards of living may be traced largely 
to the disruption of the German economy, for Germany had been the 
center of continental trade and industrial production. The political con- 
siderations which kept the German economy prostrate in the early postwar 
years increased the dependence of western European countries on American 
goods— -and American relief. Whatever may be said of the wisdom of these 
political considerations, their economic consequences are evident enough: 
without trade among themselves and with the rest of the world, the Euro- 
pean nations can live only in poverty. 

As time goes on, the dependence of the United States on foreign trade 
will undoubtedly increase, although this trade is unlikely ever to be so 
important as is the trade of England and western Europe to those countries. 
Increasingly the United States relies upon foreign nations for raw materials 
to supply its enormous industrial capacity and for markets to absorb an 
increased amount of its industrial output. Saying this is no plea for greater 
“international collaboration,’' as current fashion phrases it. The greatest 
expansion of world trade occurred in a period when this phrase was yet 
uncoined. Foreign trade is a matter of buying and selling, and like all trade 
it is undertaken in expectation of benefits that all parties hope to get from 
the transactions. It is not from a sense of collaboration but from a hard- 
headed realization of economic (and, increasingly, political) advantages that 
the growth of trade may be expected in future years. 

The following discussion examines the bases and principal features of 
world trade, the import-export position of the United States, and the inter- 
dependence of a nations imports and exports. Chapter 35 analyzes the 
complex question of international finance, including the balance of pay- 
merits, foreign exchange rates, exchange stabilization, international loans, 
and certain international financial institutions created in recent years. 
Chapter 36 deals with the policies of nations in the conduct of foreign ti*ade 
and financial activities and the influence of foreign trade on the level of 
national output. 
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THE BASES OF INTERNATIONAL TRADE 

International trade implies a specialization of productive effort; it both 
results from and brings about an international division of labor. In this 
respect international trade corresponds to trade among persons and groups 
within a country. When individuals specialize in practicing law, growing 
wheat or tobacco, selling gasoline, and in the innumerable other activities 
making up the nation s productive effort, they perforce rely on others to 
supply them with the variety of commodities and services they want. Regions 
within a country specialize along certain productive lines. The bulk of this 
nations coal is mined in the Appalachian region from Pennsylvania to 
Tennessee; most of the cotton is grown in a half dozen of the southern states; 
steel comes largely from the Pittsburgh, Chicago, and Birmingham mills, 
tires and tubes from Ohio, lemons from California. The internal or domestic 
trade of the nation has its source in this individual and regional specializa- 
tion. So it is with international trade. In 1938 India produced 99 per cent of 
the jute entering into world trade; southeast Asia produced 91 per cent 
of the rubber, 81 per cent of the coconut oil, and 50 per cent of the tin. 
Most of the world’s coffee comes from Brazil and Colombia, tea from 
Ceylon, automobiles and business calculating machines from the United 
States, newsprint from Canada, farm machinery from England and the 
United States, olive oil from several Mediterranean countries. 

Specialization of productive effort means that a country produces more 
of some things than it requires for its own use. The United States normally 
produces more cotton, office equipment, tractors, tobacco, machine tools, 
and many other things than is demanded for its own consumption. Other 
nations which produce none of these things, or an insufficient amount of 
them, demand and buy this surplus production. They in turn produce more 
coffee, rubber, manganese, lead, olive oil, than they want for their own 
purposes and sell these things to the United States. In effect, therefore, 
cotton is exchanged for tin, automobiles for olive oil, machine tools for 
coconut oil, tobacco for rubber, tractors for lead, etc. In practice, of course, 
these exchanges are not made on a commodity-for-commodity basis. As a 
rule, each country sells its surpluses abroad in the most favorable markets, 
and buys what it wants from the most favorable source of supply. The point 
of importance is the specialization of productive activity. 

This has two results for each country: (1) a surplus of the things in which 
specialization is marked, and (2) a deficiency in other things which are not 
produced at all or in amounts inadequate to meet demands. The economic 
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resources of the political (or geographic) subdivisions of the world produce 
too much or too little of many goods to meet their individual demands. 
Thus the patterns of resource use are not appropriate to the patterns of 
wants in each country; international trade corrects these disparities which 
are inherent in specialization. In a nation like Great Britain these disparities 
between production and consumption are great and must be equalized by 
a large volume of both imports and exports; on the other hand, a nation 
like Soviet Russia, which produces little that it cannot use and consumes 
most of what it produces, is not in need of extensive trade to balance its 
economy. 

The underlying causes of international specialization of productive effort 
and the international trade that develops from it must be examined. Why 
does India produce most of the world’s jute, the United States most of 
the mechanical refrigerators? Why does virtually every country specialize 
in some important respects? 

Nature has a hand in part of this specialization. Tropical fruits can only 
be grown economically in the tropics; wheat, cotton, corn, tobacco, and 
vegetables require moderate climate. Iron ore, petroleum, lead, tin, copper, 
and other minerals essential to modern economic life are also distributed 
unevenly. The same can be said of forest resources. Climate, soil, minerals, 
forests, and physical accessibility thus show an infinite variety throughout 
the world and impose upon each country its own peculiar pattern of 
productive activities. 

Apart from the natural environment, man himself accentuates this diver- 
sity of productive activity. Capital resources are concentrated. Before World 
War 11, about four fifths of the world’s capital facilities were to be found in 
the United States, Great Britain, and Germany. Human skills and aptitudes 
also vary greatly. Watchmakers in Switzerland, rug weavers in the Middle 
East, china craftsmen of Dresden, diamond cutters in Amsterdam, and 
many other highly specialized groups whose skills have become traditional 
over the generations contribute to the concentration and therefore diversi- 
fication of productive effort. 

By and large a nation, like an individual, tends to specialize in the pro- 
duction of things for which its combined resources are well suited: the 
production of those goods which best satisfy wants is maximized by concen- 
trating economic resources on certain types of production and importing 
other goods less suited to a nations resources. Note the statement that a 
nation fends to act so, for there are exceptions to this process which will be 
discussed later. The general validity of the proposition, however, is sup- 
ported by much evidence. The raw-material- and food-exporting countries 
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such as Latin America and southeast Asia undoubtedly utilize "their natural 
resources, labor, and capital better by growing coffee, wheat, raising cattle, 
mining tin, and producing mbber than they would if they attempted also 
to produce radios, automobiles, tires, typewriters, calculating machines, and 
other complex industrial products. Although eventually these countries may 
develop resources suitable for the production of industrial products in large 
amounts, for the present they do better by concentrating on raw materials 
and food products. An industrial country, such as Great Britain, would suffer 
a decline in national output by shifting from industrial output to an in- 
creased production of food because the present state of her resources favor 
(and are committed to) the former. However, the tendency stated here is 
partly offset by the endeavor of nations to gain a greater measure of eco- 
nomic self-sufficiency either for military security or for various economic 
purposes. 

It may be asked: What is meant by 'concentrating in the fields of special 
advantage”? This phrase might mean (1) specialization on those things in 
which a country is more efficient than any other country, or (2) specializa- 
tion on those things for which its resources are best adapted. The difference 
is important 

Consider the first point. Suppose in the United States anything could be 
produced with smaller quantities of resources than anywhere else in the 
world. The United States would then have an absolute advantage in the 
production of all commodities, i.e., tlie output per man per day of all things 
would be greater tlian in other countries, or again, this country would 
produce everything at a unit cost below the foreign unit cost. Under this 
wholly imaginary circumstance, it might appear that the United States 
would import nothing from abroad. However, even under this hypothesis 
the United States would find it advantageous to import goods from abroad, 
if icdthin this country some goods could be produced relatively more 
economically than others. 

This brings the second consideration: specialization on those tilings for 
which a nation s resources are best adapted. Even if this country produced 
per man more of all products— or produced everything at a lower unit cost— 
tlian the rest of the world, there would be particular commodities produced 
within this country at relatively lower costs than other commodities. Thus 
the production of some things has Sl comparative advantage over the pro- 
duction of other things. This concept of comparative advantage does not 
rest upon a comparison of productive output per man— or unit costs of 


production 


■^between two countries; it is solely a comparison of the produc- 
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tivity of labor, capital, and other resources within a country. Suppose all 
products are grouped in two classes A and B; and the output per man per 
day of product A is worth $50, while the output of B is worth $25; and the 
national labor force is composed of 100 men. Would this country produce 
both A and B? It would not if it sought to maximize production from its 
labor and other resources. By concentrating on A, it would produce a larger 
national output than by producing both A and B. If the labor force produced 
A, the value of total output per day would be $5,000 (100 X $50); if A and 
B were both produced— say, 75 men produced A, and 25 men produced B— 
the total product would be worth $4,375. Clearly it would be advantageous 
to concentrate on A, and to export part of the surplus of A to buy B from 
abroad. 

The principle of comparative advantage is found at work whenever 
specialization is undertaken. If an executive of a large air line is also a 
competent flyer, would he be likely to divide his time between managing 
the company and flying its passenger planes? Would it not be more profit- 
able for the company if he attended to the complex problems of manage- 
ment and employed a pilot to make the flights? Illustrations of this type 
could be multiplied, and all would assert the principle of comparative 
advantage: maximum productivity in a given area or occupation is secured 
if resources are employed in the work for which they were best suited, 
and if alternative and less productive work is assigned to others. 

Similarly, in each nation the industries that loom large in productive 
activities and supply products for export are generally those which are 
relatively most productive. The imports of each nation tend to be those 
which (1) cannot be produced at all (for example a mineral not found in 
the country) or (2) can be produced, but at relatively high cost (or low 
productivity) when compared with the export industries. A classic state- 
ment of the matter is given by Adam Smith: 

It is a maxim of every prudent master of a family, never to attempt to make at 
home what it will cost him more to make than to buy. The taylor does not attempt 
to make his own shoes, but buys them from the shoemaker. The shoemaker does 
not attempt to make his own clothes, but employs a taylor. . . . What is prudence 
in the conduct of eveiy private family, can scarce be folly in that of a great king- 
dom. If a foreign country can supply us with a commodity cheaper than we our- 
selves can make it, better buy it of them with some part of the produce of our 
own industry, employed in a way in which we have some advantage. The general 
industry of the country . . . will not thereby be diminished, no more than that 
of the above-mentioned artificers; but only left to find out the way in which it 
can be employed with the greatest advantage. It is certainly not employed to flie 
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greatest advantage when it is . . . directed towards an object wliach it can buy 
cheaper than it can make. . . 

A cheaper commodity. Smith held, was one which could liave been pur- 
chased with only part of the commodities, or, what is the same thing, with 
a part only of the price of the commodities, which the industry (human 
effort) employed by an equal capital would have produced at home, had it 
been left to follow its natural course.” If the productive activities of the 
nations of the world followed this principle closely, then: (1) the economic 
resources of each would be employed in the most important uses; (2) for 
any level of employment, the value of the national output of each country 
would be maximized; (3) the value of world trade would be maximized, for 
each country would require more imports and have larger surpluses for 
export. These points are inherent in the optimum international division of 
labor. Such a state of affairs is possible only under conditions of free trade 
throughout the world. But since free tinde does not prevail, the advantages 
accruing from specialization are not so large as they might be. These losses, 
however, may be offset to greater or lesser degree by other advantages that 
accompany economic diversification. Such matters will be discussed later. 
Despite the obstacles raised against the fullest development of international 
specialization, the great volume of world trade testifies to its importance. 

Yet there remains the issue of how international specialization comes 
about. To say that ^'England” specializes in machinery, that ^'Argentina” 
specializes in beef, and so on for nations throughout the world is to obscure 
the historical fact that the active agents in international specialization are 
individual and organized business enterprises and not the national govern- 
ments themselves. The use of these national names is largely a matter of 
convenience to designate tlie national origin of the enterprisers. To supply 
raw materials for the industrial nations, the great raw-material-producing 
areas were developed by industrial business interests. Discoveries of new 
lands as well as immigration to them have in large part been impelled by 
enterprisers in search of markets for both buying and, eventually, selling. 
The tea of Ceylon, the cotton of India, the rubber of the Netherlands East 
Indies, the tin of Malaya, the wool of Australia, the wheat and cattle of 
Argentina, Canada, and the United States, the coffee of Brazil— all were 
developed and promoted first by the British and Dutch and later by Ameri- 
can, German, and French business interests. These individual and corporate 
enterprises in turn released upon the world an army of salesmen to sell the 
specialized manufactured products created in part from the raw materials 

; 3. Wealth of Nations, Carman edition. Modem Library, p. 424. 
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and with tl|e food of these outlying regions. The criterion of success for 
these ventures was the price-cost relationships. Raw-material producers had 
to compete in world markets as did industrial producers of finished products. 
The pressure of competition impelled specialization as the means of keeping 
costs and prices down. In the present-day world this continues, but it is 
modified by many factors such as cartel arrangements, governmental inter- 
vention, and the change from raw material to industrial activity in certain 
areas. The intense rivalry of individual producers in the international field 
has been modified— and in some respects aggravated— by the growth of 
political collectivism in the present age. Collectivism inevitably entails 
governmental control of private trade or at least governmental participation 
in trade, and in some cases even the suppression of private trade. As a politi- 
cal force it alters the traditional pattern of world commerce and transforms 
the conditions based on the principle of comparative advantage. 


THE NETWORK OF WORLD TRADE 

Trade among nations is more than the exchange of commodities and 
services; it is a network of enormously intiicate design which v^hen damaged 
inflicts great loss to the nations it links together. World War I disrupted 
world trade But it was virtually re-established by the end of the decade 
following. The Great Depression altered and disturbed this network to a 
considerable extent and World War II shattered it. Despite political, 
economic, and financial difiBculties, the network is in process of rebuilding. 
Patterns of trade normally are relatively slow to change, for trade is gov- 
erned by the structures of the major economies of the world. The economies 
linked together by trade cannot alter their individual structures quickly 
even under conditions of war or depression. 

The structures of the industrial economies of Europe, particularly Great 
Britain, are strongly oriented toward world trade, since they depend heavily 
upon imports of food and raw materials and exports of finished goods. 
Great Britain and continental Europe normally account for over half of 
total world imports and nearly half of total world exports. India, Argentina, 
Brazil, Australia, and southeast Asia are also heavily dependent upon woidd 
trade— as great raw material and food exporters and as importers of finished 
products. The United States normally assumes a position of importance in 
world trade next to continental Europe and Great Britain. Before World 
War II, United States imports were only half those of the United Kingdom, 
but exports were somewhat larger. In important respects tire productive 
structure of the United States is shaped by this trade. 
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In 1938 world exports of merchandise amounted to 22 bi],lioir dollars. 
Shipping costs added another 2.5 billion dollars, bringing the total value of 
imports to 24.5 billion dollars. This was equal to about one third tire value 
of the national output of the United States and equal to the whole of the 
output of Great Britain or Germany. This trade radiated from the major 
industrial areas; about 80 per cent of all goods bought and sold entered 
into the international transactions of Europe, Great Britain, and the United 
States. These areas embrace only one fourth of the world’s population but 
account for four fifths of the world’s trade. In Chart 22 the percentages of 



world imports, world exports, and world population accounted for by a 
number of areas are shown. 

The composition of the world’s merchandise trade is usually classified as 
(1) foodstuffs, (2) raw and semimanufactured materials, and (3) manufac- 


Chart 22 PERCENTAGE OF WORLD IMPORTS, EXPORTS^ 
AND POPULATION, 1938 
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tured goods^. Over one fifth of international trade in 1938 was in foodstuffs, 
much of which originated in Latin America, Canada, and Australia for 
shipment to Great Britain and Europe. Nearly two fifths comprised raw 
and semimanufactured materials, most of which was sold to the industrial 
nations. Finished manufactured goods accounted for the remaining trade— 
nearly two fifths— between industrial nations themselves and between them 
and food- and raw-material-producing regions. 

In the network of world trade there are well-established patterns of 
economic interdependence. The coal and steel of Germany are essential to 
the economic well-being of the rest of Europe, just as the food and fiber of 
the central and eastern European states are necessary for German well- 
being. The postwar disruption of this trade, caused in large measure by the 
disjointed political administration of Germany by the victors, impoverished 
not only Germany but many of its neighbors as well. The economic inter- 
dependence of tlie European nations was demonstrated in a difficult and 
costly way by the vengeance shown Germany. Canadian wheat, Argentine 
beef, Danish bacon, American and Egyptian cotton, Venezuelan oil, and 
Australian wool are vital to Britain. British manufactured goods in turn 
make up a sizeable share of the imports of these countries. United States’ 
dependence upon essential raw material imports was dramatized by the 
war, and foreign reliance upon American manufactured goods was demon- 
strated (and exaggerated) by the enormous exports of 1946-47. 

The United States in World Trade 

Before World War II the United States accounted for about 15 per cent 
of world exports and 10 per cent of world imports. Its growth to a position 
of importance in world trade, as shown in Table 70, has been rapid. In 1800 
its trade was negligible; it imported 91 million and exported 71 million 
dollars’ worth of goods. By 1900 the United States imported nearly 1 billion 
and exported more than 1 billion dollars’ worth of goods. Its peacetime 
trade grew substantially until World War I, when the demands of Britain 
and France for goods caused exports to soar. During the prosperous 1920’s 
it attained a position which, except for the depressed period in the early 
1930’s, it maintained until the outbreak of World War IL War established 
the United States a second time as the chief exporting nation of the world, 
a position which it maintained tlirough 1946. when it shipped abroad some 
12 billion dollars’ worth of merchandise. Thus its industrial expansion and 
its relative insularity from the destruction of war have combined to put the 
United States into the dominating position in wodd trade. 
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Table 70 foreign trade of the united states 

Selected years 1 800— 1 940 

Exports of Imports of Excess of exports 


Year 

commodities 

commodifies 

or 

imports ( — ) 

1800 

$ 71 millions 

$ 9 1 millions 

$- 

20 millions 

1820 

70 

74 

— 

4 

1840 

124 

98 

+ 

26 

1860 

334 

354 

— 

20 

1880 

836 

668 

+ 

168 

1900 

1,395 

850 

+ 

545 

1920 

8,228 

5,279 

+ 2,949 

1930 

3,843 

3,061 

+ 

782 

1940 

4,021 

2,625 

+ 1 

,396 


The composition of America’s trade has changed greatly. This can be seen 
by comparing its imports and exports of the mid-nineteenth century with 
those of the period preceding World War II, as is done in Chart 23. Foreign 
trade figures for 1946 are so distorted by wartime exigencies and postwar 
needs that they are of little value in this comparison. The salient points may 


Chart 23 


COMPOSITION OF UNITED STATES FOREIGN 
TRADE, 1860 AND 1937 

IMPORTS EXPORTS 
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be summarized from the import and export data for 1860 and 1937. In 1860 
nearly three fourths of American exports were raw materials and unproc- 
essed foodstuffs— only one fourth wholly or partly manufactured products. 
These proportions were reversed in 1937. For imports, 49 per cent in 1860 
were finished manufactured goods, and only 18 per cent in 1937; raw 
materials were only 11 per cent in 1860, but 32 per cent in 1937. 

Thus, in mid-nineteenth century the United States was chiefly a raw- 
material and food exporter, and had become by the time of World War II 
primarily a manufactured-goods exporter. The expansion of manufacturing 
in turn altered the character of imports which now are largely (82 per cent) 
in raw materials, semifinished goods, and foodstuffs. Both trends are likely 
to be accentuated in the future. There are several reasons for this expecta- 
tion: (1) American industrial capacity has increased enormously, far more 
than that of any other industrial and trading nation, and will therefore sup- 
ply an increased share of world industrial exports; (2) industrial activity con- 
sumes large amounts of raw materials; this will tend to reduce (relatively 
and possibly absolutely) some American raw-material exports; (3) some 
natural resources in this country are becoming deficient or threaten to 
become so. Petroleum is a resource which will require importation increas- 
ingly in the future. Before World War II the United States was a large 
exporter of petroleum, but during the war the rapid exploitation of oil 
deposits to meet military and industrial needs reduced the supply so greatly 
that the country will probably now become a net importer of petroleum. 
The expansion of industry coupled with diminishing returns in raw-material 
production leave no other course open but increased dependence on foreign 
raw materials. 

Besides volume and composition of trade there is the consideration of 
the direction of American foreign trade, i.e., the relative importance of 
various markets for exports and sources of imports. Table 71 gives the 
percentages of United States exports going to the major trade regions in the 
prewar years of World Wars I and II. 

As a market, Europe has declined in importance but nevertheless remains 
the principal buyer of American goods. Asia, Africa, and Sou^th America 
have grown markedly, from 13 per cent before World War I to 30 j)er cent 
before the recent war. The leading exports— comprising two thirds of total 
exports— going to foreign markets in 1936 are given in Table 72 in their 
order of magnitude. 

The importance of cotton and tobacco should be noted. Not only are they 
large items in the list, but as exports they comprise a large part of United 


Table 71 


Table 72 


Table 73 


UNITED STATES EXPORTS, BY PRINCIPAL REGIONS 


Regions 


Pre-World War I 


Europe 

(Including the United Kingdom) 62% 


Northern North America 

(chiefly Canada) 15 

Southern North America 

(Caribbean area) 8 

South America 6 

Asia 6 

Oceania 2 

Africa 1 


100 

Source: U.S. Department of Commerce. 


Pre-World War il 

43% 

16 

^ 9 

8 

16 

3 

5 

100 


UNITED STATES EXPORTS, PRINCIPAL COMMODITIES 


Cotton, raw 

$361 .0 millions 

Machinery 

334.9 

Automobiles 

240.2 

Petroleum and its products 

179.0 

Tobacco, unmanufactured 

137.3 

Chemicals 

116.9 

Iron and steel products 

111-9 

Source; U.S, Department of Commerce. 


UNITED STATES IMPORTS, 

BY PRINCIPAL REGIONS 

Regions 

Pre-World War / 

Pre-World 

Europe 

(including the United Kingdom) 50% 

30 °/ 

Northern North America 

7 

16 

Southern North America 

'14 

9 

South America 

12 

12 

Asia 

15 

29 

Oceania 

1 

2 

Africa 

'■ " 1 

2 


100 

100 


Source; U.S. Department of Commerce. 
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i States production— 33 per cent of tobacco and 56 per cent of cotton produc- 

; tion were exported in 1936. 

i The sources of American imports for the two prewar periods are shown 

! in Table 73. 

I It will be noted that between the two periods Europe declined in im- 

I portance as a supplier of goods to this country. Imports from Europe, 

I however, remain largely finished manufactured or semifinished goods. On 

I the other hand, imports from Asia doubled in importance over this period, 

\ as did those from Canada. The leading imports before World War II are 

I shown in Table 74. 

Table 74 united states imports, principal commoditiis 

Crude rubber $158.7 millions 

Cane sugar 157.9 

Coffee 134.0 

Paper and paper manufactures 1 1 0.1 
Raw silk 102.4 

Source: U.S. Department of Commerce. 

The United States exports considerably more merchandise to Europe and 
Great Britain than it imports from this region. An excess of exports is known 
traditionally as a “favorable balance of trade.^Mn 1936 American exports 
' were 1 billion dollars and imports 700 million dollars in trade with Europe. 

During the 1920's the figures averaged 2.2 billion dollars for exports and 
1.1 billion dollars for imports. An excess of imports over exports is an “un- 
favorable balance.” In trading with Asia, the United States normally has 
an unfavorable balance; in 1936, imports were 708 million dollars and ex- 
ports 399 million dollars. Similarly, it usually buys more from the Caribbean 
I area and South America than it sells to them. Asia and Latin America are 

' principal sources of raw materials and foodstuffs and, although they buy 

manufactured goods in large quantities from the United States, their prin- 
cipal source of supply is Great Britain and Europe— w^ho in turn are the 
principal buyers of America's manufactured goods exports. 

In considering America's import and export positions vis-a-vis these great 
trading regions, die exchange of services as well as merchandise must be 
calculated. Many services enter into international transactions, mainly 
transportation services, the services of foreign banks in handling financial 
: * arrangements, and the services of marine and other insurers. When British, 

Norwegian, and Greek vessels carry goods for American account and when 
' ' London firms insure these , cargoes,, these' services must be purchased by 
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American businessmen; in 1940 this item cost 327 million dollars. The im- 
portance of services will be shown later. 

.Mulfilaferal versus Bilateral Trade 

The multilateral character of American foreign trade— and of world trade 
in general— was touched on previously. American imports from Asiatic 
countries have exceeded American exports to these countries; on the other 
hand, United States exports to Great Britain are greater than British 
imports into this country, and Britain in turn exports more to Asia than 
it imports from Asia. These relationships are termed multilateral. The 
United States buys jute from India, sells raw cotton to Britain, and Britain 
in turn sells textiles to India. The United States sells tobacco to the British, 
who sell cigarettes to the Brazilians, who sell coflFee to the United States. 
These three- (or more) way transactions are a common feature of world 
trade. When trade is multilateral, countries import from and export to the 
most favorable markets without limiting purchases from one country to the 
sales made to that country. 

On the other hand, trade may be bilateral. If Sweden and the Soviet 
Union agree to the exchange of given amounts and types of goods over 
a period of years, the trade between them is regulated and balanced by 
this governmental arrangement. Or the governments of Argentina and 
Great Britain may agree that all British purchases in Argentina must be 
matched by Argentine purchases of British goods. Bilateral arrangements 
came into prominence during the 1930 s because of the financial disturb- 
ances of the period; in time, they became powerful instruments of inter- 
national politics. They represent the growth of political collectivism in the 
field of international trade and finance, for such arrangements are often 
made for governmental purposes. The distinction between multilateral 
and bilateral trade is great in actual effect. Multilateral trade tends to 
encourage the specialization of productive effort; bilateral tends to dis- 
courage it. Under the former, each country can specialize its productive 
effort to the extent warranted by all markets for its products. The largest 
export market for coffee^ is the United States. If Brazilian exports to this 
country were limited by bilateral agreement to the value of its imports 
from this country, Brazil would export less coffee to this country. Under 
a similar bilateral arrangement Brazil would have to curtail its present 
imports from Britain to the size of its exports to Britain; since the English 
prefer tea to coffee, it would be diflScult to increase exports in this good. 
Of course, Brazil might shift its purchases of manufactured goods from 
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Britain to the United States, thus balancing its imports and exports with 
both countries and at the same time maintaining its coffee sales to this 
country. This is conceivable, but the arrangement is awkward and inflex- 
ible, for bilateralism among nations, as among persons (barter), discourages 
specialization and the most economic use of resources. 


Interdependence of Imports and Exports 

Foreign trade is a mutual exchange of commodities and services, but it 
normally assumes the form of an exchange for money. The two-way rela- 
tionship between importing and exporting is not always considered when 
the wage earner or the businessman or the politician, or even sometimes 
the economist, discourses on the subject of exports and imports. There is 
a widespread belief that exports are beneficial because the production and 
export of goods creates jobs, wages, and profits. This is true, but its corol- 
lary is not necessarily that imports should be kept as low as possible. The 
favorable-balance-of -trade idea has enjoyed popular and political accept- 
ance since the days of mercantilism. Until recent decades the advantages 
derived from a favorable balance of trade were regarded largely in a 
monetary sense, or more specifically, in terms of gold flowing into a counti^y. 
If a country’s exports w^ere valued at, say, 100 and its imports at 75' in a 
year, then the difference in sales over purchases— 25— would be paid in gold. 
The acquisition of gold— the standard measure of monetary value— was of 
great importance to countries with no gold mines; and the favorable bal- 
ance of trade was the principal means of its acquisition. The maintenance 
of gold receipts is still important to countries with inadequate gold stocks, 
but it is by no means the overriding consideration that it was in former 
times. 

In the United States, popular opinion continues to stress die desirability 
of an excess of commodity exports over commodity imports. Such an 
excess (when adjusted for other transaction between nations) roughly 
measures the stimulative influence on domestic employment and produc- 
tion. Thus, if in its foreign trade in any given year this country’s exports 
exceed its imports by 1 billion dollars, then this amount constitutes a 
stimulus to business. So great has been the concern over providing the 
stimuli to maintain relatively full employment ^ that many economists (and 
others) have gone beyond the most avid mercantilists of the seventeenth 
centuiy in their espousal of a favorable balance of trade. Such a stimulus 


^ See Chap, 7 for a summary of this point. 
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to domestic employment and income may also be a means ob encouraging 
the capital development of other countries. 

In other countries, exports are regarded as a means of obtaining imports. 
In England, Sweden, Denmark, and other countries heavily dependent 
upon imports, the importance of exports rests precisely on this point. When 
the English export to this country they acquire “dollar exchange’"; i.e., 
American importers must pay for the English goods, and in the financial 
transaction the English acquire dollars. With these dollars the English are 
enabled to buy American cotton, machine tools, and other things they 
want. If they do not want American goods they can use the dollars to buy 
Canadian or Argentine goods, for these countries can use dollars to pay 
for purchases of goods from the United States. A country may obtain 
imports from other countries in the following ways: (1) by the exportation 
of commodities, (2) by the exportation of gold, which is also a commodity, 
(3) by rendering services to another country, (4) by borrowing from 
another country, or (5) by securing gifts (e.g., lend-lease). The principal 
method by which imports are obtained, of course, is the exportation of goods 
with the attendant acquisition of money, or an “exchange balance.” Great 
Britain must import to live; but to import she must export commodities and 
render services (e.g., shipping services), if she is to acquire the money to 
purchase goods for import. The United States is less dependent upon im- 
ports of foreign goods; the varied resources and the great expanse of the 
country enable it to satisfy most wants by its own productive effort As a 
consequence, exports tend to be regarded by most Americans less as a 
means of buying foreign goods than as a method of “getting rid” of sur- 
pluses or of developing new outlets for investment. 

But an excess of exports by this country leads to the creation of foreign 
debts owed to Americans. If these are to be repaid the foreign debtors 
must acquire dollars in the course of time. Their principal means of doing 
so is to export more to the United States in the future than they import 
from the United States. Therefore, America’s present export surpluses must 
be redressed in the future if the debts arising from these surpluses are to 
be repaid. This shows again that foreign ti’ade is a two-way arraxige- 
ment; it arises out of specialization of productive activity and the mutual 
needs of nations. Exports of the. United States satisfy foreign wants, and 
foreign exports to the United States satisfy certain wants in tliis country 
more economically than is possible by domestic production. 


International Finance 


The international transactions of any country fall into two categories: 
(1) those that require payments from other countries, and (2) those that 
require payments to other countries. Exports from the United States to 
foreign countries, for example, establish a claim for payment against the 
foreign importers, while imports into this country establish a claim against 
the American importers for payment abroad. Although imports and ex- 
ports of merchandise bulk large in these claims for payment and obliga- 
tions to pay, there are many other transactions involving these payments. 
Services performed between countries, as well as purchases and sales of 
corporate and governmental securities and of gold and silver, enter into 
international transactions in the same manner as other commodities. These 
and otlier transactions all involve the payment or receipt of money and 
alf enter into a nation s '“balance of payments/' 

THE BALANCE OF PAYMENTS 

Those international transactions of the United States for which foreigners 
must make payment appear as credit items in its international balance, and 
those for which payments must be made to foreigners are debit items. 
Credit items require payment to United States nationals in the form of 
dollars; debit items, on the otlier hand, require the payment of foreign, 
money by Americans to foreign creditors. Thus both Americans and the na- 
tionals of other countries must normally acquire foreign funds or "foreign 
exchange" to make these payments.^ 

^ The American importer may pay the foreign exporter in United States money in 
many transactions; however, the foreigners government or central bank acquires this 
United States money and pays him in his national currency. This procedure does not 
alter the principle discussed. Later the steps in making payments by tills device will be 
described. ' _ 
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There follows a review of the principal items on the credit side of the 
international balance of the United States in 1938. 

1. Merchandise exports amounted to 3.2 billion dollars. This is a credit 
item because it represents sums owed to American nationals by for- 
eign buyers. These foreign buyers were required to obtain 3.2 billion 
dollars through international banking arrangements to pay American 
exporters. 

2. Sale of services to foreigners amounted to 1 billion dollars. These 
services include transportation by American railroad and shipping 
companies handling the goods. When these shipments are insured by 
American companies, a service is also sold to foreigners. The total also 
includes the services of American capital invested abroad for which 
foreigners xDay interest and dividends.- Services rendered by American 
banks to foreigners are also included in this total. 

3. Sale of long-term corporation bonds, United States government bonds, 

and corporation stocks to foreign investors amounted to 1.6 billion 
dollars. In the international balance this type of transaction is a sale 
in all respects similar to the sale of goods and services. This transac- 
tion is in a sense an export of United States securities, mostly cor- 
porate. ‘ 

4. Sale of short-term securities to foreigners amounted to nearly 1.2 bil- 
lion dollars. This type of sale is similar in all respects to the sale of 
long-term securities. 

5. Foreign bank holdings of dollars (their bank deposits in American 
banks) increased by 117 million dollars during this year. This appears 
as a credit item because foreigners acquired dollars in this amount, 
just as they must to pay for the goods, services, and securities they 
purchase from American nationals. 

6. Ail other credit transactions amounted to 1 billion dollars. 

Credit items totaled 8.2 billion dollars, an amount which had to be paid 
in American dollars. Approximately 40 per cent of these payments arose 
from the foreign purchase of American goods, and over SO per cent from 
the purchase of American securities. 

On the debit side of the international balance of payments of the United 
States, die following items may be summarized: 

1. Imports of foreign goods into the United States amounted to 2.3 bil- 
lion dollars. Since the foreign sellers finally require payment in their 
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own national currencies, American buyers or their agents had to con- 
vert 2.3 billion dollars into foreign money to make payment. 

2, Purchase of foreign services amounted to nearly 1.3 billion dollars. 
This total included shipping services, insurance services, the expendi- 
tures of American tourists abroad, and payments of interest and divi- 
dends by American corporations for the services of foreign capital 
invested in this country. 

3., Purchase of foreign securities by American investors amounted to 1.5 
billion dollars. This in a sense is an import of foreign securities. 

These three items add up to 5.1 billion dollars, an amount of American 
money which had to be converted into pounds, francs, marks, kroner, and 
other currencies in order to make payment. 

Consider now the totals in the transactions described thus far. The list 
of credit items showed foreigners owing persons or businesses in the United 
States a total of 8.2 billion dollars. The list of debit items showed Americans 
owing foreigners 5.1 billion dollars. This is a difference of 3.1 billion dol- 
lars which was balanced by gold and silver shipped from abroad to the 
United States. Thus, to complete the list of principal debit items there 
must be added: 

4. Imports or purchases of gold and silver, amounting to 3.1 billion 
dollars. 

Thus credit and debit items both amounted to 8.2 billion dollars, and the 
accounts balanced. 

The position of gold and silver (particularly gold) has special importance. 
Had American nationals bought 3.1 billion dollars additional commodities, 
services, and securities in 1938, the balance would have been sti'uck. But 
presuming that Americans had bought all they wanted of these items, or 
that the foreigners sold all of these items they were able, to balance the 
international account it was necessary for the foreigners to sell something 
else tills country was prepared to buy. That something else was gold (and 
silver in smaller amounts) because the United States stands ready to buy 
all gold offered to it at the price established by its own federal law. This 
transaction can also be expressed in financial terms. Foreigners had to 
acquire more than 8 billion American dollai*s to pay their debts, for exporters 
in the United States do not normally accept foreign money. Thus sales by 
this country created a foreign demand for American dollars to make pay- 
ment. In what way do foreigners obtain this money? This is evident from 
a glance at the other side of the balance. The United States bought com- 
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modities, services, and securities amounting to 5.1 billion dollarS; this money 
was surrendered to foreigners to obtain their money to pay American debts. 
Thus American purchases provide foreigners with American dollars (or 
dollar exchange or dollar balances) vi^ith which they paid part of their debts. 
For the remainder they shipped gold and silver which this country pur- 
chased for S.l billion American dollars. The total amount of dollars thus 
transferred to foreigners by American purchases of commodities, services, 
securities, and gold amounted to 8.2 billion dollars. With this they paid for 
the things they bought from this country, and added 117 million dollars to 
their bank balances here. 

International transactions thus involve an exchange of commodities (in- 
cluding gold and silver), services, and securities (evidence of debt and of 
ownershix^), as well as an exchange of different kinds of money. Exports 
from this country require foreigners to obtain dollars, which they do by 
exchanging their pounds, francs, kroner, and other monies for dollars. 
American imports require that importers obtain . these kinds of money, 
which they do by giving dollars to foreigners in exchange. In short, each 
party to the transaction needs the other's money, just as each party wants 
the others commodities, services, or securities. Since every purchase by 
one party is a sale by the other party to the exchange, international trans- 
actions or payments necessarily balance. The transfer of money in this 
process is effected by banking houses engaged in international financial 
operations. 

It has been said that in 1938 the United States exported 3.2 billion dol- 
lars of merchandise and imported 2.3 billion dollars. This may be termed 
a favorable balance in its commodity trade with the rest of the world. In 
its trade with individual countries, however, the United States had some 
unfavorable "balances (for example with Asia), which were more tlian offset 
by favorable balances with others (such as Great Britain). These regional 
differences represent the varying degrees and types of interdependence 
between this economy and the other parts of the world. As was shown in 
the table of exports and imports for the period from 1800 to 1940,^ a favor- 
able commodity balance has been a feature of the American trade position 
for many decades. This has been partly offset by the purchase of more 
services abroad than have been rendered to other nations by the United 
States. These include services rendered to American tourists, who spent 
large sums of money abroad in the two decades between the world wars.^ 
sSee^Chap:i4i p.-'748,:.TabkM 

® Tourist expenditures are debit: items and involve the purchase of services and goods 
abroad. Instead , of ptirchasi^ foreign goods as imports into this country, toimsts go 
^;abroad to consTime'fl3teni.."7.v7'/'- ‘ 
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Nevertheless *tlie United States has enjoyed a relatively ''strong'' or "active” 
balance of payment position throughout most of these years, as evidenced 
by gold imports into this country and by extensive purchases of foreign 
securities by American nationals. 

It is instructive to compare the balance of payments in 1938 with that 
in 1946. The 1946 balance of payments of the United States given in 
Table 75 is in somewhat more detail than was given for 1938. Also, it will 
be noted that aggregate transactions in 1946 were twice those of the earlier 
year, partly because of price increases but also because of greater ship- 
ments of goods. 

Table 75 united states balance of payments in 1946 


6n billions of dollars) 

A. Credit items or Receipts from Abroad 


1, Merchandise exports 

12,1 


2. Sale of services to foreigners 

2.6 


3. Services of United States capital (interest and dividends) 

.6 


4. Sale of United States owned foreign capital 

1.0 


5. Unilateral transfers (grants and gifts) 

.2 „ 


Total receipts 


16.5 

B. Debit Items or Payments 

** 


6, Merchandise imports 

5.3 


7. Purchase of foreign services 

1.7 


8. Interest and dividend payments (capital services) 

. .2 


9. Purchase of foreign securities 

4,0 


10. Purchase of foreign-owned United States securities 

.3 ■ 


11, Unilateral transfers (grants and gifts) 

3.3 ' 


■ Total , 


14.B 

12. Purchase of gold 

.6 


1 3, Increase in United States bank balances abroad 

.3 


14. Decrease in foreign bank balances in United States 

.8 


Total 


1.7 

Total payments 


16.5 

Source; Survey of Current Business^ March, 1947. 




Merchandise exports and imports (items 1 and 6) need no further ex- 
planation. Services sold and purchased (items 2 and 7) are comprised prin- 
cipally by transportation and the costs of travel. Interest and dividend 
receipts and payments (items 3 and 8) axe shown separately for 1946 but 
were included under "services’^' 'in/.the analysis of the 1938 balance. 
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Capital items in the tabulation above need some explanation. In the list 
of credit items is shown the sale of 1 billion dollars of American-owned 
capital and securities (item 4) which had, until that time, represented United 
States investments in foreign countries. That is, American investors with 
holdings in foreign countries sold many of these holdings back to foreign- 
ers. The Canadian and Argentine governments, for example, redeemed large 
bond issues which had been purchased by Americans in earlier years. The 
Argentine government purchased its American-owned telephone system. 
Other transactions of a similar nature lead to the payment of dollars by 
foreigners to United States nationals. 

In the debit items on long-term investment, there is an extensive pur- 
chase of foreign securities~4 billion dollars (item 9) by this country. The 
bulk of these investments, amounting to 3.3 billion dollars, were made by 
the United States government, including Lend-Lease credits, Export-Import 
Bank credits, loans to foreign governments for the purchase of United 
States surplus property abroad, the payment of a large sum on the 3.5 bil- 
lion-dollar United States loan to Great Britain, and other loans and advances 
by the government. Private purchase of foreign securities in 1946 was less 
than the sale by Americans of their capital holdings abroad. It will be 
noted also that American nationals purchased American securities held by 
foreigners (item 10). These capital transactions of a debit nature involved 
the pa5ment of dollars by the government— and to a lesser extent by private 
investors— to foreigners; these may be described as the importation of for- 
eign securities and notes. 

The 1946 balance statement introduces a new item: unilateral transfers, 
which are the transfer of funds as mainly gifts and contributions. In 1946 
this country contributed 3.3 billion dollars (item 11), mostly by the gov- 
ernment^^ for relief and rehabilitation in many parts of the world. On the 
credit side of the balance appears 200 million dollars (item 5) which repre- 
sent in part repayment or reimbursement of such grants by foreign coun- 
tries. Thus the net amount granted as gifts— or other transactions of dubious 
repayment prospects— aggregated 3.1 billion dollars on the part of the 
United States in 1946. This payment to foreigners financed about 20 per 
cent of their purchases of American commodities and services (appearing 
among the credit items). 

The debit items 6 tlirough 11 provided foreigners with 14.8 billion dol- 
lars. Their purchases from this country (the credit items) amounted to 16.5 
billion dollars. The balancing of accounts was effected by items 12, 13 
and 14. Gold imports or purchases, item 12, have been described already. 
Item 13 is the increase in American bank balances in foreign countries. To 
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acquire additional balances of pounds, francs, and other foreign money, 
American banks exchanged 300 million dollars for these funds, thus provid- 
ing foreign banks and governments with this amount of American money. 
Foreign banks have large bank deposits in this country. These were reduced' 
by 800 million dollars (item 14) in 1946. Debits and credits therefore bal- 
anced at 16.5 billion dollars. 

In Table 75 it will be noted that in 1946 the United States sold com- 
modities and services valued at over 15.3 billion dollars; this covers the 
first three of the credit items. Foreigners acquiring these commodities and 


services had to obtain dollars to pay for these things. 

The debit items indi- 

cate the ways 

in which they obtained these funds. Table 76 transposes the 

debit items of Table 75. 



Table 76 

SOURCES OF FUNDS 






Billions of 

Per Cent of 



Method of obtaining dollars 

dollars 

' total 


1. 

Sale of goods and services fo the 





Unifed States (items 6, 7, 8) 

7.1 

46 


2., 

Liquidafron or sale of foreign-owned 





capital assets and gold to the 
United States* (items 10^ 1 2, 1 3^ 
14) 

2.2 

■; ''l4\ 


,3., 

Foreign borrowing from United 





States (item 9 minus Item 4) 

y :3..Q. 

, : 20:; 


4.' 

United States uniloterai transfers in 





money and commodities (item 1 1 
minus item 5) 

,3..1 ' ■ 

20,' 



Total 

15.4, . 

' 100 ' ; : 


Source; Survey of Currenf Business f March, 1947. 

* Ifem 2 above includes gold (600 million dollars), decrease in bank balances 
(900 million dollars), increase in United States bank balances (300 million 
dollars) and purchase (or redemption) of United States securities (300 mil- 
lion dollars). Slight discrepancies in figures are due to rounding. 

INTERNATIONAL TRANSACTIONS ' 

The flow of money payments between countries is handled through large 
banks in the financial centers of the various countries, such as the Chase 
National Bank, the National City Bank, and tlie Guaranty Trust Company 
in New York,* and by other private banks in London, Amsterdam, Stock- 
holm, and elsewhere. Financial transactions between governments are car- 
ried out by the central banks such as the Bank of England, the Bank of 
France, and the Federal reserve banks (especially the New York Federal 
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Reserve Bank). These banks form an international financial network which 
links together all the currencies of the world. In this country, banks in all 
parts are linked to the large New York banks through correspondent rela- 
tionships; and in each country abroad other banking systems tie virtually 
all banks to those particular banks engaged in foreign finance. Thus a 
person in St. George, Utah, can send funds to, or receive payment from, 
a person in St. Gall, Switzerland, through local banks which have a cor- 
respondent relationship with large banks. 

The large banks which deal in international finance maintain deposits 
in foreign banks. The New York banks hold deposits of English, Swiss, 
French, Swedish, Dutch, and other banks from all parts of the world; 
and foreign governments also have bank deposits in New York.^ For- 
eign bank and foreign government deposits in banks of the United 
States amounted to more than 6.5 billion dollars in 1946. These are chiefly 
demand deposits against which checks may be drawn when foreigners 
make payments for American goods, services, and securities. Deposits to 
the credit of foreigners are termed their dollar balances or dollar exchange. 
Foreign deposits in the United States have grown rapidly. In the mid-1930’s 
they stood at less than 1.5 billion dollars; in 1946 they were more than 
6.5 billion dollars, the increase occurring largely during the war years. 
The presence of such large foreign holdings of dollar deposits reveals the 
dominant financial and economic position of the United States.® 

American banks in turn have deposits in English, Swedish, French, Latin- 
American, and other banks. These deposits are in the currency of these 
countries; thus American banks have deposits in pounds sterling in Lon- 
don, in kroner in Sweden, etc.; they are referred to as the "'sterling balance” 
(sterling exchange), 'kroner balance” (kroner exchange), etc. Late in 1946 
the deposits of American banks in foreign countries had a value in foreign 
money equivalent to 600 milHon dollars at the prevailing rates of exchange. 

These international checking accounts or demand deposits play a domi- 
nant role in the conduct of international economic and financial transac- 
tions. Checks' (or drafts) are constantly being drawn against them to make 

^ Described in Chap. 10. 

^This discussion mentions only foreign deposits held in the New York banks and 
New York bank deposits in other countries. This is for convenience only. Some large 
banks in cities other than New York also hold foreign deposits and have tiieir own 
deposits abroad. New York, however, is the principal center of international finance. 

®The size of some of the deposits may b© mentioned. Canadian deposits were 1.1 
billion dollars, Latin-American deposits 1.1 billion dollars, British 625 million dollars, 
Swiss 350 million dolWs, the Netherlands 225 million dollars, French 250 million dollars, 
'Asia 1.4 billion dollars. These deposits . of course change as payments are made and 
receipts accepted. ■ ’ , ■ ' r- ' . ^ •;< , ' - ’ ^ , 











" INTERNATIONAL FINANCE , 761 

international payments, and checks or drafts are constantly being deposited: 
in them as payments are received. In essential respects these international 
banking arrangements are similar to domestic banking arrangements" in that 
they permit payments and deposits to be made by means of checks or 
drafts. In tlie international sphere these checks are called drafts, or foreign 
exchange. In principle they diflFer in no basic respect from checks drawn 
by one local businessman in payment of a debt owed to another local busi- 
nessman. 


Payments Received from Foreigners 

Suppose an American manufacturer of oil burners receives an order from 
a Swiss firm in St. Gall amounting to $50,000. This American export trans- 
action may be financed in several ways, but probably the financial arrange- 
ment would be as follows: 

The Swiss importer arranges with his bank in St. Gall to obtain a letter 
of credit in New York amounting to $50,000; on his part he agrees to pay to 
his bank an amount of Swiss francs equal to $50,000. The St. Gall bank lias 
a deposit of its own in the Guaranty Trust Company of New York, or if not 
it would arrange with a large Swiss bank that did have a deposit in New 
York. The letter of credit assures the American manufacturer that he will 
be paid $50,000 by checks drawn on the Guaranty Trust Company when 
he delivers the oil burners for export to the Swiss purchaser. The American 
manufacturer after delivering die burners for shipment thereupon draws 
a bill or draft against the Swiss importing firm that he presents to his own 
bank which, it may be supposed, is also the Guaranty Trust Company. The 
letter of credit authorizes the Guaranty Trust Company, or an agent in 
New York handling such matters for the Swiss bank (or the Swiss importer), 
to draw a check for $50,000 payable to the manufacturer at the time 
delivery of the burners is made. This is done and the manufacturer deposits 
the check; the Guaranty Trust Company credits his deposit account by=" 
the amount of the check and debits the deposit of the Swiss bank. The 
manufacturer has received his money and has completed tlie transaction. 
Meanwhile, the burners are shipped to Switzerland, either by the manu- 
facturer himself or an American export firm or an agent of the Swiss im- 
porter. If the burners are placed on board an American ship and insured 
by a New York marine insurer, payment must be made by the Swiss im- 
porter for these services by means of a check drawn against the Swiss 
bank's deposit in the Guaranty Trust Company. 

There are several possible variations to this procedure, but the eventual 
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result in the financial transaction is the same. The export of Upited States 
goods (oil burners) and the rendering of services (transportation and insur- 
ance) by American nationals involved a reduction (by $50,000) in the for- 
eign dollar balances in New York. The $50,000 bank deposit is thus trans- 
ferred from a foreigner to an American (the exporter). 

Otlier illustrations of international transactions may be given. Suppose 
a Londoner wants to buy some General Motors stock on the New York 
Stock Exchange. He arranges with the Midland Bank of London to pay 
for these securities in New York by a check drawn on its deposit with 
the Chase National Bank. Midland authorizes the Chase National to draw 
a check against the Midland deposit to cover the purchase of the shares. 
With this authorization assured, an agent of the British bank or of the 
London purchaser buys the stock through a broker on the Stock Exchange. 
The seller of the stock (in effect the broker) deposits the check in his own 
bank; when the check is presented for collection to the Chase National it 
debits the deposit of Midland Bank. This transaction, too, can be handled 
in other ways, but the method described once more shows how the sale 
(or export) of American securities reduces the bank deposits held in New 
York by foreign banks. 

Another method of financing exports should be described. Suppose an 
American exporter of cotton ships to a British importer a consignment worth 
£10,000. The exporter (drawer) draws a bill for this amount against the 
importer (drawee), directing him to pay this amount to a designated third 
party (payee) in London. The third party is the National City Bank, which 
has a deposit in the Midland Bank of 'London. The exporter takes the bill 
to his bank in New York, the National City Bank, together with the bill 
of lading and papers covering the insurance of the cotton. (A bill of lading 
is a document issued by a transportation company receipting for goods for 
shipment to a designated point.) The National City Bank buys the bill 
drawn against the English firm, paying the exporter $40,000. The exporter 
now has his money, and his bank has the bill and shipping documents 
(bill of lading and insurance papers). These are sent to the Midland Bank 
in London while the cotton is in transit. When Midland receives the bill 
and documents it presents the bill to the importer for collection. The im- 
porter pays the Midland Bank £10,000,. receives the bill of lading properly 
endorsed, and obtains his cotton. The Midland Bank thereupon credits the 
deposit of the National City Bank for £10,000. 


In this type of transaction the export of goods from this country created 
an additional sterling balance for the New York bank in London. At one 
time a large part of American exports was financed in the manner lust 
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described, in recent times the method which reduced dollar balances of 
foreign banks (as in the export of oil burners) has become prevalent. The 
latter is simpler and safer for the American exporter because the buyer lias 
to take the responsibility of making payment before the goods are shipped. 
There are two important causes of this change in the method of financing 
.United States exports: (1) the United States has become the principal in- 
dustrial producer in the world; thus, its exporters can now largely state the 
financial terms, and (2) the large dollar balances held by foreigners in the 
United States are a convenient means of payment for American exports. 

The financing of American sales to foreign buyers may now be stated 
in summary form. 

1. If these transactions follow the procedures of tlie Swiss illustration, 
they involve: 

a. A reduction of foreign bank deposits {in dollars) held in Ameri- 
can banks; and 

b. An increase in reserves of foreign banks in their own monies; 
i.e., the foreign bank gives up dollars in exchange for additions 
to its reserves (or reductions in its deposit liabilities). 

2. If the transactions conform to the cotton export procedure, the Ameri- 
can bank: 

a. Gives up dollars (adds to its deposit liabilities) to the American 
exporter; and 

b. Acquires foreign money in deposits abroad, le., it exchanges 
dollars for foreign money. 

Thus payments received for American sales abroad have the effect either to 
(1) increase American banks' holdings of foreign money, or (2) decrease 
foreign bank holdings of American money. 

Payments Mcofe to Foreigners 

Debit transactions reverse the flow of payments— from. American na- 
tionals to foreigners. The methods of payment, however, show consider- 
able differences. ^ ' "■ 

Suppose an American importer orders $10,000 worth of woolens from 
an English firm. If both parties to the transaction have been doing business 
with each other for many years the English exporter may simply ship the 
goods and draw a bill against the American importer for payment of 
£2,500. To obtain possession, the American importer buys a sterling draft 
for this amount from his bank, the National City Bank, He pays $10,000 
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(plus a service commission) to the bank and receives its draft lor £2,500, 
dra.wn on its deposit with the Midland Bank and payable to the English 
importer. This he sends to the English firm, which presents it for collection 
to the Midland Bank in London, which in turn debits the National City 
Bank deposit for the amount. The National City Bank in effect converts 
£2,500 of its London deposit into $10,000 in New York. Its sterling balance 
declines but its reserves in New York increase; or, if the importer has a 
deposit in this bank the bank’s deposit liabilities are reduced. 

Payment may take, a different course if the English exporter demands 
payment in London. He then draws a bill against the American importer; 
the American firm meanwhile must obtain a letter of credit from the Na- 
tional City Bank enabling the English exporter to obtain payment from 
the Midland Bank before the goods are shipped. This procedure is pre- 
cisely the same as followed in the oil-burner export from the United States, 
except that now it is an English exporter and an American importer. In 
this case also the National City Bank deposit in London is reduced, while 
its funds in New York increase (or its deposit liabilities decline) through 
the payment by the American firm to meet its commitment (i.e., the 
American importer 'buys sterling” from his bank). 

In recent years American importers have increasingly paid for their im- 
ports in dollars, and not by means of a foreign draft, This procedure is as 
follows: A Turkish tobacco exporter receives an order from an American 
buyer. The tobacco is shipped and the Turkish firm draws a bill against 
the American importer, directing him to pay the amount of dollars involved 
to the Chase National Bank to the account of a Turkish bank. Before the 
American importer can take possession of the tobacco he must pay the 
Chase National. As a result, the importation of goods into this country 
increases the bank deposits held by the Turkish bank in New York. The 
Turkish exporter meanwhile is paid by the bank in Turkey in Turkish 
funds. The bank relinquishes its national money and acquires American 
money in tlie transaction. It may be seen that tfie two procedures which 
have been summarized for United States exports (pages 761-62) apply, 
inversely, for United States imports. 

Procedures similar to this have been followed widely in recent years, 
wdth the result that foreign bank, balances have grown enormously in New 
York. There are a number of reasons for this development. In years past 
London banks and the banks of the major European countries attracted 
such balances; w^artime conditions made this physically impossible or at 
least risky. The United States was both safe and convenient for such bal- 
ances. Moreoverj jthe.lpge raw materials into this coun* 
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try during^ tlie war, especially from Latin America, and the shortage of 
American goods for commercial export gave the Latin-Arnerican coimtries 
the choice of leaving their' balances in New York banks, converting them 
into gold, or buying American securities. The building up of bank balances 

or dollar exchange in New Y'ork was encouraged by the' expectation that 

large purchases would be made in the United States at the end of the war. 

Finally, then, the effect of the transactions on bank balances, i.e., on a 
nation’s foreign exchange, may be summarized as follows: 

1. American exports of goods, services, and securities either 

a. Reduce foreign bank deposits held in the United States^ or 

b. Increase the deposits of American banks held in foreign countries. 

2. American imports of goods, services, or securities either 

a. Reduce balances of American banks on deposit abroad, or 

b. Increase foreign bank deposits held in the United States, 

Some Complicating Factors 

The discussion thus far has assumed that tiade and finance involve only 
two countries. In practice, of course, tliis need not be tlie case. Consider, 
for example, the follomng situation: Colombia exports more to the United 
States than this country exports to Colombia. As a consequence the de- 
posits of the Colombian banks in New York are larger than are needed foi' 
the purchase of American goods. What can the Colombian banks do with 
this “surplus’’ of dollars? They can use these balances to pay for the goods 
which Colombians buy from Great Britain. Colombia buys more from 
Britain than it sells to Britain and tlierefore has a “deficit” in its British 
trade. Colombian importers therefore buy dollar exchange from their banks 
and pay their debts to the British in dollars. Why do the British accept dol- 
lars from Colombian importers and not insist upon sterling? Because the 
British need dollars to pay for their imports from the United States since 
these imports normally are greater than exports to the United States. This 
is termed triangular exchange. Because the^ American dollar has attained 
world dominance, it is used widely in transactions throughout the world. 
It has become something of an international currency, just as the pound 
sterling has been used (and still is to a lesser extent) as an international 
medium of exchange. 

International finance is complicated further by regulations of many gov- 
ernments in their control over financial operations. An illustration will 
indicate the nature of the controls. In country A a firm wishes to sell 
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goods to an American importer. In order to get a license from liis govern- 
ment to export to tlie United States, the exporter must agree (1) to require 
payment from the American importer in United States money, and (2) to 
require that payment be made by the American buyer to the New York 
account of one of the banks of country A named by the government. This 
bank in turn pays the exporter in its national currency. In this way the 
government of country A builds up dollar deposits for its banks in New 
York and may also specify what kind of goods may be bought by its firms. 
Suppose now that this foreign firm wishes to buy goods from the United 
States. Its previous exports to the United States created the dollar balance 
which could be used for this purpose. In the absence of further regulations 
it would be able to buy a dollar draft from the bank to purchase American 
goods. However, country A may control this type of transaction too, by 
autlaorizing its banks to sell dollar exchange only for specified purposes 
and in specified amounts. In effect it rations or allocates the dollar balance 
of its banks. Moreover, it is clear that the government can also control the 
type of goods bought by its firms by controlling sales of dollar drafts. These 
and other means of control are treated more fully in Chapter 36, but it is 
important here to indicate that the flow of funds is subject to controls in 
most countries, 

FOREIGN EXCHANGE RATES 

International financial transactions are carried on with certain rates of 
exchange existing between the currencies involved. In one of the foregoing 
illustrations, an American cotton exporter sold to his bank a bill which he 
had drawn against the English buyer. The bill was £2,500; the bank paid 
the cotton exporter approximately $10,000 for it, and the bankas deposit in 
London was subsequently increased £2,500. Also, when the Swiss importer 
arranged a letter of credit in New York he paid his bank in St. Gall a cer- 
tain sum in Swiss francs; in effect he purchased a dollar draft with his 
francs. The cotton exporter is vitally concerned about the amount in dol- 
lars he will receive for the sterling bill, just as the Swiss importer is inter- 
ested in the number of francs he must pay to obtain dollars in New York. 
In both cases the amount depends upon the rate of exchange—sterling for 
dollars, and dollars for francs. 

The rate of exchange is the price paid in one country for a unit of foreign 
money payable in the foreign country. In 1947 the price of the pound ster- 
ling in New York was approximately $4.03, with the sterling draft payable 
in England. The moneys of virtually all foreign countries may be pur- 
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chased in the New York foreign exchange market at certain prices^ or rates 
of exchange. Thus in 1947 the Swedish kroner cost 28 cents, the Swiss 
franc 20 cents, the French franc 0.9 cent, etc. The rate of exchange may 
also be expressed as the number of units of a foreign money that may be 
purchased with a dollar; for example, $1 buys 44 Belgian francs. 


The Gold Standard 


Under gold-standard conditions the rates of exchange are related to the 
amounts of gold contained in the various monetary units. In 1931 the Brit- 
ish sovereign contained 113.00116% grains of fine gold, and the dollar con- 


tained 23.22 grains of fine gold. The ratio was 


113.00116% 

23^22 


or 4.86 -f. That 


is, the British sovereign contained 4.86+ times as much gold as the dollar. 
This established the mint par of exchange. The German reichsmark con- 
tained about one fourth as much gold as the dollar; therefore $1 = 4HM 
(or IRM = 25 cents) was tire approximate mint par of exchange in this 
case. By the same calculation the British sovereign (sterling) equaled ap- 
proximately 19.5 German marks. The mint par of exchange is not the rate 
of exchange. This latter rate is the purchase price of a foreign money. 
But if the countiy is on the gold standard, the purchase price normally 
fluctuates about the mint par, depending upon the supply of the foreign 
money and the demand for it. When the foreign exchange rate coincides 
with the mint par the rate is said to be ^at par.'" 

Exchange rate determination under gold-standard conditions can be 
illustrated by a description of British- American experience in the decades 
before World War I and in the period 1925-31. (In 1931 England abandoned 
the gold standard and many other nations followed suit.) During these 
two periods, trade practice required American exporters to draw bills on 
their English buyers (as in the cotton-export illustration), and American 
importers bought sterling drafts from their banks to pay for the goods they 
purchased from England. Thus, exports created a snpplij of sterling ex- 
change in London to the credit of American banks. Imports, on the other 
hand, meant a demand for sterling drafts or exchange and a consequent 
reduction of New York bank deposits in London. When imports and ex- 
ports balanced, the amount of exchange purchased b}^^ the banks from 
exporters was equal to the amount sold to importers, and the rate of 
exchange approximated $4.86, or par.^ Under these circumstances the 

" The banks' buying rates were below the selling rates by a small amount. This yielded 
ihe profit to banks for the handling of this business. 
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sterling deposits of the American banks held in the London banks remained 
stable. 

When exports exceeded imports, the sterling balances to the credit of 
American banks increased and the rate of exchange dropped below par; 
i.e., as the supply of sterling exchange increased its price fell. The sterling 
balances increased because the amount of sterling offered by exporters and 
purchased by the banks was greater than the amount demanded by im- 
porters. As this occurred, the banks’ cash resources in New York were 
diminished; i.e., the money paid out to exporters for sterling bills exceeded 
the money the banks acquired in selling drafts to importers. Large balances 
in London banks were not desirable for the American banks, nor obviously 
was the diminution of their cash resources. Yet even under these circum- 
stances the New York banks would continue to buy sterling bills offered to 
them by exporters— but at a price somewhat below par. These purchases were 
not made to increase their already plentiful London balances, but rather 
for the purpose of using the additional sterling in London to purchase gold 
for shipment to New York. This, however, entailed a cost including freight 
and insurance. The rate paid for sterling, therefore, was par minus the cost 
of bringing gold from London to New York. This rate was termed the 
gold impoH point. In London the American banks could buy gold worth 
$4.86 in New York, but it would cost about S cents to bring this amount 
into the country. Thus, American banks paid $4.83 for sterling bills pur- 
chased from exporters and used the London credit thus established to 
bring gold to this country. For example, a bank would buy a £10,000 bill 
for $48,300; with this amount of sterling, gold was purchased in London 
worth $48,600 in New York; shipment, however, cost $300, so the bank 
broke even on the transaction. By the importation of gold when the supply 
of sterling was large (because exports and other credit items were large), 
American bank balances abroad were kept at the desired level and the 
sterling rate was prevented from falling below the gold import point. Thus 
the banks bought all sterling offered to them but the price paid did not 
fall below the gold import poii:!,t. 

On the other hand, when imports exceeded exports, sterling balances to 
the credit of American banks declined and the rate of exchange rose above 
par. The decline in sterling deposits in London occurred because the 
' amount of sterling demanded by American importers exceeded the amount 
offered to the banks by American exporters. Adequate balances of course 
were needed if the banks were to, sell the exchange demanded from them 
by importers. As balances declined banks increased the rate of exchange. 
When the rate mcraased f ^ $4.89dhe banks jFound it profitable to buy gold 
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in New York'' and ship it (or gold they had in their vaults) to London to 
replenish their sterling balances in the London banks. Again, the cost of 
shipment was tlie deciding factor. Gold worth $4.86 in New York (and £1 
in London) cost nearly three cents to ship to London; therefore sterling 
balances could be replenished for $4.89 per pound. This rate was termed 
the gold export point. Shipment of gold from the United States enabled the 
banks to sell all the sterling exchange demanded of them at a rate that 
did not exceed the gold export point. 

Under gold-standard conditions, then, die foreign exchange rate varied 
from the par of exchange by no more than the cost of shipping gold, which 
was less than 1 per cent above or below par. The rate of exchange -fluctuated 
within these gold shipping points in accordance with the supply of and the 
demand for exchange. It may be seen that the great virtue of the gold 
standard was this stability in the rate of foreign exchange achieved, in a 
sense automatically, by gold shipments. 

During the periods under discussion, before World War I and in 1925-31, 
most of the world was on the gold standard. All moneys were linked directly 
or indirectly to it The operation of the international gold standard of 
course was not so simple as described here. A favorable balance of payments 
for the United States in its trade with Britain did not necessarily mean the 
shipment of gold to the United States. The surplus sterling balances of 
American banks often were used, not to acquire British gold, but to pay 
Brazilian or Malayan exporters of goods to this country, who in turn used 
sterling drafts to pay their debts to the British. Gold was merely the final 
balancing item in the balance of international payments for all countries 
linked to the gold standard. 

The Abandonment of the Gold Standard 

Gold performed the important task of stabilizing exchange rates through- 
out the world so long as gold shipments did not strip a nation of its needed 
monetary reserves.® But a heavy loss of gold threatened the monetary sta- 
bility of the nations suilering this loss. This occurred in Britain in the early 
19S0"s. Although the conditions which led to the abandonment of gold were 
complicated by many factors which cannot be described at this point, it 
may be said that during the 19S0's Britain suflEered financial diiSculties which 
weakened the position of the sterling exchange as an international medium. 
Foreign banks began to decrease their deposits in London banks, making 

sSee Chaps. 8 and 11 for the djfecussion of the importance of gold in a nation^s 
monetary and banldng system. 
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their withdrawals in gold. Because o£ the heavy drain of gold from London 
banks by France, the United States, and other countries, sterling could no 
longer be supported by the export of gold. Britain abandoned gold, and 
the sterling rate of exchange fell far below par (in 1932 to $3.50). 

Britain abandoned the gold standard because her supply of gold reserves 
was threatened. But while some countries—and almost all major ones ex- 
cept the United States and France abandoned gold at about this time- 
also sought to protect their gold reserves, others took this action to 
depreciate their currencies to gain an advantage in foreign trade. The 
general decline in world trade beginning in 1930 caused great difBculties 
in countries heavily dependent upon exporting. As they saw their export 
sales dwindling, some sought to arrest the decline or reverse it by currency 
depreciation. Depreciation was expected by these countries to increase their 
exports, in a manner such as follows: Suppose country A’s currency had been 
valued in the New York foreign exchange market at 50 cents. If, by aban- 
doning gold and taking other steps (notably exchange control) to cheapen 
its currency, country A succeeded in getting the rate down to 35 cents in 
the New York market, then American importers could buy country A’s 
foreign exchange at a 30 per cent discount. If the prices of goods in country 
A remained unchanged, American importers obtained these goods at a 30 
per cent reduction in American money. As a consequence American imports 
of its goods might increase substantially— to the benefit of productive 
activity in country A. It was this expectation that encouraged some exchange 
depreciation in the early 1930 s. 

Often, however, this practice defeated its own purpose. If foreign buyers 
thought the exchange rate would decline by more than 30 per cent they 
would refrain from buying in the hope of getting a still better bargain later 
on. If so, country A"s exports might continue to drop and its economic 
situation continue to worsen. Or prices within country A might rise; should 
they rise by 40 or 45 per cent its goods would cost American importers just 
as much as they did before depreciation and price inflation, thus offsetting 
the advantage of the lower rate of exchange. Moreover, if other countries 
depreciated their currencies by a like amount, country A would be com- 
petitively in no' better a position than before. If the cheapening of currency 
becomes a matter of keeping ahead of the next country, the process can 
lead into a bottomless pit. 

These international financial troubles were not only mainly caused but 
also subsequently intensified by the decline in foreign trade and foreign 
investments; in turn, they contributed to these declines. World War I debts 
owed to the United States by several countries and reparation payments 
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owed by Germany to its victors added further burdens to die international 
financial system. During the first years of this international financial dis- 
order the United States maintained its traditional gold-standard position. 
But depression was deep in this country and its banking system was suffer- 
ing heavily from thousands of bank failures. The financial crisis in the 
United States led to (1) the hoarding of gold internally, and (2) the export 
of gold, especially to Great Britain. Together these developments led to the 
abandonment of gold in this country in 1933. 

As already described® this was followed by the nationalization of gold 
stocks and an increase in the price paid by the government for gold, 
i.e., the depreciation of the dollar in the international market was accom- 
plished by raising the price of gold above the mint price of $20.67 a fine 
ounce. Early in 1934 the dollar was legally devalued by Act of Congress and 
the mint price of gold was stabilized at $35 an ounce. The dollar accordingly 
was devalued 41 per cent; dollar depreciation was at an end and the United 
States adopted a gold standard so far as concerns the international sphere. 
Devaluation was undertaken on the belief that prices in general would rise 
in correspondence with the rise in the price of gold; the price of gold was 
increased approximately 70 per cent. The principal consequence of devalua- 
tion was a great influx of gold, attracted by the high price paid by the 
United States Treasury. 

Abandonment of gold by the United States caused a sharp fall in the 
price of the dollar in foreign exchange markets abroad and by the same 
token a rise in the rates of foreign exchange in this country. Sterling, which 
had dropped to $3.50 in 1932, rose to nearly $6.00 in the New York foreign 
exchange market. This rise represented a strong demand for sterling bal- 
ances and something of a ''flight” from the dollar. Since gold exports from 
the United States were prohibited by law during the period March, 1933, 
to February, 1934, the demand for sterling caused the rate to exceed the 
old gold export point— just as England's abandonment of the gold standard 
in 1931 stopped gold coming into the United States when the rate dropped 
below the gold import point (or England's gold export point). 

The breakdown of the gold standard disrupted the system of foreign 
exchanges and the world-wide structure of foreign exchange rates. The 
question now arises: In the absence of gold pars and the stabilizing influence 
of gold movements, what is it that determines rates of exchange between 
countries? Rates may be left free to "find their owm level,” or they may be 
regulated by governmental policy. These are not mutually exclusive alter- 
natives, as shall be shown in the following discussion. But attention will be 
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given first to tlie influences at work when rates vary without" either gold or 
government control as the stabilizing factor. 


Purchasing Power Parity 

The rate of exchange between the currencies of two countries on ‘paper"' 
standards may be explained in terms of ‘purchasing power parity.” An 
exchange rate tliat represents or measures purchasing power par is one that 
expresses an equivalence in the purchasing power of the currencies in both 
countries. Suppose, in the absence of gold and governmental controV the 
rate of exchange between the pound and die dollar was £1 = $4. If com- 
modity prices in the two countries were in equilibrium, this would mean 
diat one pound could purchase four times as much in Britain as one dollar 
could in the United States. Or four dollars in the United States would buy 
about as much here as it would in England when converted into pounds 
sterling at £1 = $4. 

The maintenance of par in this sense is possible only if both countries 
enjoy relatively stable price levels and are otherwise pursuing relatively 
tranquil ways. The foreign exchange rate would then tend to find a level 
which would equate the respective purchasing powers of the two sums thus 
exchanged. Purchasing power depends upon prices; therefore a change in 
the general price level in one country would alter the rate of exchange. 
The £1 = $4 rate is appropriate only to given price levels in both countries. 
Suppose now that the British price level were to rise 100 per cent. The 
purchasing power of the pound would be halved if no other intensifying 
or offsetting change occurred. Jf the American price level remained un- 
changed, the foreign exchange rate would tend to settle at £1 = $2 which 
is the new equivalence (parity) in the purchasing power of these two cur- 
rencies. On the other hand, if from the original condition assumed, the 
American price level increased 100 per cent, British prices remaining the 
same, die rate would be £1 = $8. 

The exchange I'ate tends to settle at purchasing power par for the follow- 
ing reason. Suppose the par is £1 = $4, but that the market price of sterling 
in New York is $5. In terms of what it will buy in England and in this 
country, sterling is overpriced in New York. Americans therefore would be 
loathe to part with $5 to obtain a pound sterling to purchase things in 
England when they could buy the same amount in the United States for $4. 
At the same time, Britons would be very willing to obtain $5 for a pound 
sterling and obtain 25 per. cent more for their money in the United States 
; than they could by spending at home. American imports from Britain would 
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fall off and ex^ports to Britain would rise; therefore the demand for sterling 
would decline, the supply would increase, and the rate on sterling would 
begin its fall. When it bad declined to $4, purchasing power, parity would 
be re-established, American imports would increase, and American exports 
would decrease to a stable level. If the rate continued to fall to $3, the 
situation would be reversed. British goods would flow in large volume to 
the United States because of the low price of sterling. United States exports 
to Britain would decline because in London dollars would cost too much 
(only $3 for £1) in relation to their purchasing power. 

Eventually, with relative prices in England and the United States assumed 
at the outset, the exchange rate would tend to settle at £1 = $4 as a result 
of these equilibrating influences. At this amount the rate of exchange would 
be ''neutral,” neither encouraging nor discouraging imports or exports in 
either country, Nor would the rate stimulate abnormal investments and 
movements of funds between the two countries or otherwise retard normal 
movements. 

Purchasing-power parity is not to be regarded as wholly distinct from the 
gold standard; on the contrary, gold par represents purchasing-power parity, 
with the addition that gold movements act to correct disparities in relative 
commodity prices, while keeping exchange rates within the gold points. 
Similarly, governmental controls over exchange rates cannot ignore some 
rough parity of purchasing power, for otherwise the rates established would 
be difficult to maintain midst the inescapable forces of demand and supply. 
Any rate that expresses considerable disparity will, in tlie absence of 
governmental control, tend to change; if a disparate rate is established by 
control authorities it will result in financial difficulties and, eventually, 
further controls aimed to correct the disparity. 

Sfabilizafhn Fund Control 

Wide fluctuations in foreign exchange rates create uncertainty and risk 
in foreign trade. A considerable degree of stability, however, can be attained 
without gold movements by the actions of the so-called stabilization funds. 
In 1932 the government of Great Britain established its Exchange Equaliza- 
tion Account, and in 1934 the United States created its Stabilization Fund. 
The British fund was authorized to buy and sell foreign exchange, to buy 
and sell gold, and to hold balances or deposits in foreign banks. The United 
States fund had similar powers and was given the responsibility^ of main- 
taining the value.' of the dolkrtin the ''iatemational market for exchange^ 
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These large funds were managed in co-operation with each other and 
with the financial measures of other foreign governments to prevent wide 
fluctuations in foreign exchange rates. 

Suppose that the governments of the United States and Great Britain 
decided to keep the pound-dollar rates within a range of $4.47 to $4.53 per 
pound sterling. Their respective stabilization funds would then buy and sell 
exchange (and gold when necessary) to keep the rates within this range. 
Assume that there occurs a rise in the sterling rate in New York to the upper 
limit of $4.53, because the sterling balances of New York banks are low in 
London. The British fund may intervene by selling all the sterling exchange 
the New York banks want at $4.53. The rate in New York therefore would 
not rise above this figure. 

The sale of sterling by the British fund is a purchase of dollars; therefore 
it acquires dollar deposits in the New York banks. If later the sterling rate 
in New York declines— or the dollar rate in London increases— to $4.47, the 
British fund may reverse its operations. If the decline occurs because 
American bank deposits in London are excessive because American banks 
have bought large quantities of sterling exchange from exporters, the fund 
will buy sterling bills in New York for no less than $4.47. It buys these with 
checks drawn on its New York bank deposits. The sale of sterling drafts by 
the New York banks to the British fund will mean a reduction in their 
deposits in London; the purchase of these drafts will in turn reduce the 
fund balances in the New York banks. If the British fund can buy enough 
sterling at the price of $4.47, the rate will not fall any lower. But suppose in 
buying sterling drafts that it has exhausted its dollar balances in New York? 
In this event, it could sell gold to the New York banks, replenish its dollar 
deposits in this way, and thereby continue to buy sterling at $4.47. 

The American fund may operate in the same way. When in this instance 
sterling fell in New York (the dollar rose in London), it could buy sterhng 
(sell dollars) at the $4.47 rate, and sell sterling (buy dollars) at the $4.53 rate. 
If it exhausted its sterling deposit in London, it could ship gold to London, 
build up its sterling balance, and thereby continue to purchase dollars (sell 
sterling). In this way, it would support the value of the dollar in the foreign 
market (or hold the sterling rate in New York down to $4.53). When both 
funds co-operate to hold the exchange rates within these limits, the prospects 
of success are increased. 

The success of this method of exchange rate stabilization depends upon 

The United States Stabilization Fund bad 2 billion dollars derived from die ‘'^profit'' 
arising from devaluation of the dollar in , 1934. The British fund obtained 575 million 
pounds (at that time roughly 2.5 billion , dollars) from its government. 
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(1) agreement by both stabilization funds, i.e., both governments, on the 
permissible range of rates, (2) the amount of resources available to the funds, 
and (3) the selection of the appropriate range of rates. The importance of 
agreement is clear enough. Also the need to have ample resources is evident, 
for these funds may be called upon to buy and sell enormous amounts of 
exchange. The particular range of rates affects the flow of payments between 
the countries. If the rates represent the approximate purchasing-power 
parity of the two moneys, the stabilization operations would be successful 
and the flow of payments would tend to balance without disturbing the 
monetary resources of either country. On the other hand, if the rates estab- 
lished represent the overpricing of sterling and therefore the underpricing 
of dollars, the balance of payments would be in favor of the United States 
and as a consequence the British fund would eventually become banlcrupt, 
just as the overpricing of the dollar (underpricing of sterling) would 
eventually bankrupt the American fund. 

This is a serious danger inherent in the stabilization-fund technique. It is 
not peculiar to this form of exchange stabilization, however. If gold pars 
diverge materially from purchasing-power parity, the country with over- 
priced currency would suffer a persistent loss of gold to the country with 
the underpriced currency. Similarly, if the rates established by the Inter- 
national Monetary Fund are out of line with purchasing-power parity, 
trouble will arise in the countries with overpriced currencies. 

The British and American stabilization funds substantially lessened 
exchange fluctuations in the prewar years. Through agreements with France 
and with other countries the area of stabilization was gradually extended. 
Indeed, a few large funds of this type, working in harmony with each other 
and with the central banks of other countries, could actually establish a high 
degree of foreign exchange stabilization. This technique, however, was 
passed over in the postwar plans for exchange stabilization in favor of the 
far more comprehensive and complex International Monetary Fund. 

The Internationa! Monetary Fund 

The International Monetary Fund is a war-born international financial 
institution which was created by agreement of 44 countries in 1944, at the 
Bretton Woods Conference. It began operations early in 1947. Its broad 
purpose is to promote international financial stability and thereby aid 
establishment of an orderly flow of world trade. The creation of this fund 
was largely the w^ork of the United States 'and Great Britain, as leaders in 
international finance. 
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In some respects the Monetary Fund is an outgrowth of the prewar 
stabilization funds, although vastly broadened in scope and operations. 
The main problems of the postwar world which fall within the orbit of the 
Fund are: 


1. Exchange-rate imtability. Prewar instability has been briefly described. 
The difficulties creating this instability were greatly aggravated by the 
disruptions and financial stresses of World War II In the absence of 
some concerted effort to secure stability it was expected that postwar 
instability and exchange depreciation would be rampant throughout 
much of the world. The Monetary Fund is intended to prevent much 


financial disorder. 

Shortages and threatened shortages of foreign exchange. The financial 
resom’ces of many nations were depleted by the war, and the capacity 
of many nations to obtain foreign balances through exports was reduced 
or virtually destroyed by war damage and by internal economic and 
political disorganization. Many nations need foreign exchange balances 
to obtain imports vital to the revival of their industries. The Monetary 
Fund is a means of providing limited short-term loans to enable these 
countries to meet pressing needs for foreign exchange. 


The International Monetary Fund has other corollary objectives: (1) pro- 
viding short-term loans for countries experiencing balance of payments 
difficulties; (2) reducing restrictions on foreign exchange transactions; 
(3) recommending internal economic and financial policies to governments 
encountering difficulties; and (4) establishing a means of consultation and 
exchange of views and information on economic and financial problems. 
Some of these wdll be discussed briefly in the next chapter. 

As an international organization the International Monetary Fund is 
independent of any national state, although the member nations have 
voting x^ower and therefore joint control over its policies. This voting power 
is approximately proportional to the quota of money invested by each 
country. The management of the Fund is in the hands of officers and a 
directorate. The rights, privileges, and responsibilities of the Fund, and the 
member nations in it, are defiined in the Articles of Agreement, the basic 
charter of the organization. 

The financial resources of the International Monetary Fund are derived 
initially from the subscriptions of each member nation to its quota. These 
quotas were reached by common; agreement of the members: the United 
States quota is 2.7 billion dollars, the IJnited Kingdom's 1.3 billion dollars, 
and so on down to felatiyely sm^ established for the small 
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members7^ The total quotas were expected to bring the resources of the 
Fund to more than 8 billion dollars, composed partly of gold with the 
remainder in the currencies of the member nations. Each country's quota 
represents its obligation to contribute to the Fund's resources; moreover,: 
each country is entitled to borrow from the Fund an amount of foreign 
cuiTency (foreign exchange) equal to its quota plus its gold subscription. 
The Fund is therefore an international lending agency, but with the stated 
provision that its loans are (1) for short periods of time, and (2) for emer- 
gency purposes only. It must be emphasized that the Fund is not intended 
to supplant the normal operations of tlie foreign-exchange market. As before, 
the banks of each country will hold balances in foreign countries, private 
traders will buy and sell exchange, gold movements will be made between 
countries, and credits or loans will be extended by banks in one country 
to the banks of another. The enormous resources of the International Mone- 
tary Fund will supplement these ordinary sources of foreign exchange. Some 
nations may never need to draw upon the Fund's resources; for example, 
it is unlikely that the United States will need to borrow foreign balances or 
foreign exchange from the Fund. The Fund merely provides each member 
with a "'line of credit” which it can draw upon if its normal sources of 
foreign exchange have been temporarily exhausted. 

The quota provisions are as follows: Each member must subscribe the 
smaller of the following amounts in gold: (1) 25 per cent of its quota, or 
(2) 10 per cent of its total gold reserves. If country A has a quota of lOO 
million dollars it would be required to subscribe 25 million dollars in gold; 
however, if its total gold reserve is only 125 million dollars it would be 
required to subscribe only 12.5 million dollars in gold. Its quota, plus the 
gold subscribed, measures the extent to which it may borrow from the 
Fund. The gold thus subscribed becomes the property of the Fund. In the 
course of time the Fund's gold reserves are expected to exceed 1.5 billion 
dollars. The gold subscription provision in the Agreement is a link between 
the Fund and the old gold standard. In one sense, the Fund has been 
established as a market for gold and thus gold maintains its pre-eminence as 
an international means of payment. 

The balance of a country's quota is subscribed in its own currency or in 
its noninterest-bearing note. Country A therefore creates a deposit account 
in its central bank to the credit of the Fund, and the Fund draws upon this 
deposit as it needs country A funds. In the present illustration, the currency 
(deposit) subscription would amount to either 75 million dollars or to 87.5 

i^The Soviet Union had been assigned a quota of 1.2 billion dollars. However, as o£ . 
tlie end of 1947, it had nothecoine a' member of the Fund. 
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million dollars (in country A’s currency). If currency is not subscribed, 
country A gives the Fund a noninterest-bearing obligation which can be 
converted into a deposit account if needed. The nongold subscription to the 
Fund is thus a huge reservoir of balances of foreign money (foreign ex- 
change) contributed by each member and available to be lent by the Fiindd^ 

Suppose that country A needs foreign exchange to meet its current 
obligations, e.g., payment of imports and the service of its debt, but its 
normal sources of foreign exchange are exhausted. Unless it obtains addi- 
tional foreign exchange, country A must curb imports and take steps to 
encourage exports, but the latter, especially, is apt to require some time for 
fruition. The Fund, however, stands ready to make temporary loans of 
foreign exchange to country A. The latter can borrow up to 25 per cent of 
its quota in any one year, but it cannot run its debt to the Fund beyond 
the amount of its quota plus its gold subscription. Interest is charged on 
these loans with the rate increasing as country A continues to borrow larger 
amounts. In this manner country A can obtain American dollars, South 
African pounds, Mexican pesos, and other exchange to pay its obligations. 
As it borrows foreign moneys, however, it must deposit an equal amount of 
its own money to the Fund’s account in its national central bank. In effect, 
country A buys foreign money or exchange from the Fund orr the security 
of its own money. The Fund reduces its holdings of dollars, pounds, and 
pesos and increases its holdings of country A’s money. 

Country A can reduce its loans from the Fund by (1) paying gold to the 
Fund, or (2) by building up its balances of dollars, pounds, and other money 
through increased exports and paying the Fund from these balances. 

The Fund thus stands ready to make loans to a member experiencing an 
unfavorable balance of payments, or a ‘"‘"deficit” in its balance, when the 
member has no other resources to meet this problem. When its balance of 
payments becomes favorable the borrowing member is expected to repay 
its loan. The Fund as a short-term lending agency performs a function 
analogous to that of a Federal reserve bank which lends (makes advances) 
to a member bank temporarily in need of additional reserves. It must be 
emphasized that the Fund’s function as a short-term lending agency is not 
intended to supplant i:he normal foreign-exchange operations, or the practice 
of short-term international lending by banks. It has been established to 
provide foreign exchange only in cases in which normal sources are inade- 
quate and to prevent fluctuations in rates resulting from exchange shortages. 
Moreover, because it can lend only limited amounts, the Fund as constituted 

When Fund operations began in 1947 there were 39 member countries and there- 
fore 39 different national currencies deposited to the credit of the Fund. 
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cannot play an important role in a major currency crisis, such as the ^'dollar 
shortage” problem of 1947. Had such a problem been foreseen the Fund 
might have been established with more flexible powers, permitting it to 
extend credit more freely than as originally provided. 

The agreement establishing the Fund also provided for the stabilization 
of foreign-exchange rates. The currency of each member is defined in terms 
of gold and United States dollars. The gold content is the par value of each, 
currency; the original par for each member is based on its exchange rate 
prevailing early in 1947. The gold content of the dollar, as established by 
Congress, is 0.888 grams of fine gold. The gold content of the pound 
sterling is established at 3.581+ grams of fine gold, because the dollar-pound 
rate early in 1947 was £1 = $4.03 (3.581 grams is 4.03 times the weight 
of the United States dollar). In like manner, the gold content of other 
member currencies has been established and, by the same token, their pars 
in relation to the dollar and to each other. Thus, in terms of the dollar, the 
Dutch guilder is 37.69 cents, the Honduran lempira is 50 cents, the Cana- 
dian dollar is 100 cents, etc. The actual rates of foreign exchange will vary 
above and below these pars by a small percentage depending upon the 
supply of and demand for exchange, but these variations presumably are to 
be kept within limits similar to those existing under the old gold standard. 

It will be observed that the Fund Agreement follows closely tlie old gold 
standard in that all member currencies are (1) expressed in gold, and there- 
fore (2) pars of exchange are expressed in gold. It departs from the gold 
standard, however, by allowing for modification in par values (gold con- 
tents of currency) in the following way. Any member may alter its par by 
as much as 10 per cent if it considers the original par to be disadvantageous. 
If the change proposed by a member is in excess of 10 per cent the Fund 
authorities may agree or object. Should a member alter its par value in spite 
of Fund objection, the member may be declared to be ineligible to use Fund 
resources and may be forced to withdraw from membership. On its own 
initiative the Fund may propose alteration of a member’s par value. These 
provisions thus permit a measure of flexibility in foreign-exchange rates 
through the collaborative action of the Fund’s membership and a departure 
from the rigidity of the old gold standard. It departs also from the unilateral 
decisions prevailing in a period (such as the 1930’s) when each country 
altered its rates to its own advantage or in accordance with the exigencies 
which it had to face. 

The International Monetary Fund therefore is (1) an international 
reservoir of financial resources for short-term loans to members in case of 
need, (2) a means of stabilizing foreign-exchange rates through a system of 
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gold pars, and (3) a means of collaborative and orderly modification of 
foreign-exchange rates in accordance with long-run economic conditions 
necessitating these changes. By the middle of 1947, the Fund had started 
its operations on a limited scale. As time goes on, it might become the 
decisive influence in establishing the structure of exchange rates for a large 
part: of the trading world, just as the traditional gold standard was in earlier 
decades. 

The foregoing discussion has stressed the determination of the exchange 
rates governing the great flows of money payments which comprise each 
nations balance of payments. The rates determine the terms on which the 
currencies of the world are exchanged for each other and therefore the 
terms on which commodities and services are purchased and sold. They 
influence the short-term movements of credit (or bank deposits or bal- 
ances) and gold. The flow of long-term investments or capital among 
countries is another important aspect of international finance which acts 
and interacts with these transactions. 



LONG-TERM CAPITAL INVESTMENT 

The purchases of foreign securities by United States nationals and the 
sale of securities to foreigners were shown in Table 75 and discussed as part 
of the international balance. In 1938 these purchases and sales were approxi- 
mately equal; in 1946, however, the United States purchased net about 
3 billion dollars of foreign securities. For many decades the purchase of 
foreign stocks and bonds by American investors has exceeded (with some 
exceptions during the 1930’s) sales of securities to foreigners. During and 
after World War I, and again after World War II, United States govern- 
ment loans to European governments were substantial. This country has 
been, therefore, a capital-exporting nation for many years and bids fair to 
continue this role indefinitely into the future. Its capital exports or invest- 
ments have made it a creditor nation; i.e., on balance its investments abroad 
are greater than the investments of foreign nationals in this country. 

The principal industrial and commercial nations have long exported 
capital. During the nineteenth century British investments abroad were 
substantial, and Britain became the leading creditor nation of the world— a 
position which it finally relinquished because of the financial drain of 
World War II. Other western European countries as well as the United 
States vied with Great. Britain in the international investment field, espe- 
cially during the present centi^y. The expansion of foreign investments by 
these countries lay behind the great; ^Dy4h in foreign trade in the past 
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century and Ihe expansion of productive capacity throughout most of ther 
world. Foreign investments in the past century were primarily made by- 
private enterprisers in a country and were undertaken for profit. The private- 
enterprise system spread and grew throughout much of the world by means 
of foreign investments. 

On the surface foreign investments are fimncial transactions. American 
investors purchase foreign stocks or bonds; the foreign company gets dollars 
on deposit in New York; in the course of time the American investor receives 
dividends or interest and eventually the bonds may be redeemed by the 
foreign company. These financial transactions are carried out in the capital 
market and foreign-exchange market. Underlying these foreign investments, 
however, are the physical movements of trade and services from one coun- 
try to another. The United States has exported capital for many decades. 
How and why does it export capital? This country, as well as others, exports 
capital because its productive capacity enables it to sell more goods and 
services (and especially goods) abroad than it buys from abroad. It lias been 
shown that this country had enjoyed a favorable balance in its merchandise 
trade for many decadesA^ The value of its exports has exceeded the value 
of goods imported each year by several hundred million and even by several 
billion dollars annually. This difference in the long run is made up by 
(1) gold imports and (2) loans to foreigners and other investments. In other 
words, foreigners sell gold and securities to the United States to make up 
the difference between, this country's imports and exports of goods and 
services. Capital exports or foreign investments, therefore, rest essentially^ 
upon an excess of merchandise exports over merchandise imports. 

The connection between foreign investment and merchandise exports 
may be brought out by the following illustration. A Brazilian railroad 
company decides to expand its operations. Suppose it is unable to obtain 
the type of rails and equii^inent it wants from Brazilian manufacturers. 
It therefore floats a bond issue in New York and temporarily deposits in a 
New York bank the funds obtained from American investors. Subsequently, 
the company orders the necessary rails and equipment from American 
producers, pays for them by check drawn on its New York account, and 
ships the merchandise to Brazil. The loan or investment in this case leads 
directly to an American export. Instead of buying American goods, how- 
ever, die company may prefer to purchase British rails and equipment. 
In this case, it buys sterling drafts from a New York bank, transfers its funds 
to London, and buy^s the British goods. There is no American export to 
Brazil; however, the New York ' deposit in London had been created by 
^3 See Table 70, p. 746. , 
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American exports to Britain somewhat earlier. The sale of sterling to the 
Brazilian company is possible because of the favorable balance of trade 
with Britain, Suppose now that the Brazilian company did not want any 
imported rails and equipment; it wanted Brazilian money. With its bank 
balance it purchases cruzeiro exchange in New York and thereby transfers 
its funds to Rio; or it purchases sterling and with this buys cruzeiro exchange 
in London. In either case, this operation presupposes an antecedent favor- 
able trade balance on tlie part of the United States either with Brazil or 
with Britain. 

A capital-exporting country, therefore, is one that has a favorable balance 
of trade (or more broadly, a favorable balance of payments position). Indeed 
its export trade is partly financed by the loans it advances to foreign coun- 
tries; without foreign investment its export trade would have to be reduced. 

A capital-importing country, on the other hand, experiences an unfavor- 
able balance of commodity trade or an excess of imports over exports. As 
already noted, it pays for this excess of imports either with gold or by 
borrowing the funds abroad. It does so because its domestic productive 
capacity is inadequate to produce enough (1) to satisfy domestic demands, 
and (2) to export as much as it imports. Given its productive capacity, it 
would not need to borrow from abroad if it were willing to reduce domestic 
consumption, or if it reduced its internal capital expansion, or both. In 
these ways it could limit its imports to the value of its exports and thus 
avoid going into debt to foreign investors. A poor country unable to obtain 
foreign capital, or unwilling to do so for political reasons, tends to re- 
main poor. However, a country that cannot at the outset produce enough 
to allow internal capital expansion and an "'adequate’’ level of consumption 
may attain both in the course of time if it attracts foreign capital. This 
occurred in the United States during the greater part of the nineteenth 
century. Foreign funds invested in this country together with domestic 
investments led to the rapid industrial expansion of that period; without 
investment from abroad this expansion would have been slower. Similarly, 
without foreign capital the economic reconstruction of wartime devastated 
countries must be deferred, until the productive resources of the regions 
gradually perform the task unaided. 

Private investments abroad are made in expectation of interest and 
dMdend payments; loans are advanced in expectation of eventual redemp- 
tion. Capital-importing countries, therefore, assume obligations to pay their 
creditors. Eventually these income payments and the repayment of loans 
require large exports of goods by the debtor nations, for in this way they 
obtain the foreign balances or exchange with which to make payment. 
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This point is of great importance. Consider again the Brazilian railroad 
company as an illustration. Its bonds sold in New York require an annual 
interest payment; the company must therefore acquire the necessary amoiiiit 
of American money to pay its obligations. It does so by buying dollar drafts 
from its bank in Rio. However, the Rio bank can build up dollar balances in 
New York only by purchasing the dollar exchange of Brazilian exporters 
to the United States. Not only interest payments but also redemption of the 
bonds can be accomplished if the Rio bank has a sufficiently large balance 
in New York, i.e., if Brazilians export more to the United States over a period 
than they import. This principle applies generally to debtor countries: they 
must enjoy a favorable balance of commodity trade in order to build up 
foreign balances and meet their obligations. 

Looking at the matter from the standpoint of tlie creditor nations, it is 
evident that they can receive payments in the course of time only by 
accepting an excess of imports over exports. By purchasing large imports 
they provide the debtor nations with money to pay their (the debtors’) 
obligations. Great Britain, for example, has had an unfavorable balance of 
merchandise trade for many decades. The British have been able to pur- 
chase this excess of imports because of large interest and dividend payments 
received from foreign investments. At the same time, foreigners have been 
able to make these payments because the British bought their goods. 

Financial Disruption 

Foreign investment has been dealt hard blows during the last two decades. 
The depression of the 1930 s made foreign lending difficult for the creditor 
nations; the subsequent decline in foreign trade, and especially in the exports 
of debtor nations, made the payment of interest and dividends difficult and 
often impossible. One after another, the nations of the world raised obstacles 
both to trade and to the flow of money. Each nation sought to restrict 
imports of goods, while many imposed curbs on payments to foreigners. 
The value of foreign investments dropped; some became worthless. In a few 
countries, such as Mexico, foreign capital was seized by governments and 
foreign owners were expropriated. Moreover, the problems of this period 
were magnified by World War II. The destruction of war created at once a 
great need for capital for reconstruction, but the capacity of the industrial 
nations of Europe was so reduced that it could not supply these needs. At 
present, not only Europe but also Latin America and Asia require foreign 
capital for expansion. Economic and political difficulties, however, stand 
in the way of private investment in many instances. Previous losses have 
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tended to deter additional private investment, especially if e^conomic and 
political conditions are not currently propitious. Consequently, to provide 
a source of long-term capital that might otherwise not be available, the 
International Bank for Reconstruction and Development was established 
by the Bretton Woods Agreement. 


The Infernafional Bank for Reconstruction and Development 

Like the International Monetary Fund, the International Bank is a 
co-operative financial institution with capital subscribed by the member 
nations. Each member is assigned a quota or capital subscription; total 
subscriptions are expected to approximate 9 billion dollars, of which one 
third is the United States quota. Initially, only 10 per cent of each member 
nation s quota must be paid into the Bank. 

In its lending activities the Bank is empowered to do the following: 

1. It may lend directly to governments or enterprises from its capital 
funds. Loans of this type outstanding cannot exceed 20 per cent of its 
capital. 

2. It may borrow funds by selling its own securities in the capital markets, 
and may lend these funds directly to governments and enterprises. 

3. It may guarantee loans made by foreign borrowers in the private 

capital market. - 

The plans which created the Bank stressed the third type of financing 
over the direct loan. Under the guarantee provision, a borrower in a foreign 
country sells bonds to private investors in New York, and the Bank guaran- 
tees that both interest and principal shall be paid in accordance with the 
loan contract. The advantage of this guarantee to the investor is obvious. 
The borrower derives an advantage because, without the Bank guarantee 
of his loan, he might be unable to sell his bonds, or might be able to do so 
only under onerous conditions. In return for this guarantee, borrowers are 
obliged to pay an "insurance premium’’ or commission to the Bank. These 
funds go into a pool administered by the Bank; if necessary they may be 
used to protect investors against loss due to default of the borrower. In a 
sense, the Bank is a mutual loan insurance system; it guarantees loans in a 
way similar to the guarantee of home mortgages by the Federal Housing 
Administration. 

Loans made or guaranteed by the International Bank are backed up 
(1) by the assets of the borrower, (2) by his government, and (3) by the 
resources of the Bank itself. Thus investment risk is minimized so far as the 
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lender is concerned. Because of the Bankas responsibility as guarantor, the 
Bank is required to investigate loan applications carefully and to approve 
only those that contribute to the productive activities of the borrowing 
country. 

The Bank is not intended to supplant private lending along traditional 
lines. A country can avail itself of the Banks facilities and resources only 
if other sources of foreign capital are not available, or if the terms of private 
loans are burdensome. It is possible, however, tlrat the Bank will tend to 
influence the rates of interest and the terms of foreign lending. in its capacity 
as an actual or potential competitor in the field of international capital 
movements. 

It is too early to assess the influences of the International Bank and the 
International Monetary Fund on international finance. Their combined 
functions embrace exchange-rate stabilization, the promotion of free multi- 
lateral trade, the provision of short-term capital, and the creation of a 
mechanism to provide long-term capital to nations in need of reconstruction 
and expansion. Their purpose generally is to establish sound international 
financial conditions for the encouragement of world trade and the growth 
of national income and output in the countries of the world. 


CHAPTER 36 

Infernofional Economic Policy 


Governmental policy plays an important part in the flow of goods and 
funds among the nations of the world. Since each country has a stake in 
foreign commerce, each government seeks to establish salutary conditions 
for the conduct of its trade and financial transactions. Mainly because of 
different xDoIitical and social precepts but also because of varying amounts 
of economic I'esources, governmental policies may encompass a wide range: 
from free trade on one extreme, to complete governmental control of all 
aspects of trade and finance on the other. In decades past Great Britain 
was the classic example of free trade, while at present the Soviet Union 
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witH its governmental monopoly of foreign trade represenfe the fullest 
measure of control by government. 

In tlie modern period most national governments have increasingly 
intervened in the regulation of the volume, types, and direction of foreign 
trade. This interventionism has paralleled the rise of control of domestic 
economic activity by governments, i.e., in those countries-mainly Western— 
which previously followed a laissez-faire domestic policy. Today, the 
financing of trade, i.e., the acquisition and payment of foreign exchange, 
and the volume and types of imports and exports are more or less rigidly 
controlled in all but a few countries of the world. Since in general govern- 
mental policies are restrictive, international trade has become burdened 
with regulations and prohibitions. The United States now imposes fewer 
controls than almost any other country; yet the policy of this country is a 
far step from freedom of trade. Normally few burdens are placed on exports 
by this country (the Constitution forbids export taxes), but tariff restrictions 
are imposed on imports, which of course reduce other countries’ exports. 
Some countries impose controls over other aspects of foreign exchange as 
well as domestic production, so that not only the amount and direction but 
also the composition of trade are affected by government policies. 

It is readily evident that a restriction of trade by one country entails a 
forced restriction on another, since international trade is a process of 
exchange: no country can limit its imports or exports directly or indirectly 
without diminishing the total amount and character of international trade. 
But this judgment presupposes a condition of unfettered or free trade. It is 
diflScult not to regard restriction of trade as a departure from a "naturaU 
state of free trade, even though free trade is not obviously or undisputably 
the ideal requisite for commerce between nations. Nevertheless, the fact 
that before 1914 trade was conducted with only minor restrictions, and the 
possibility that present-day barriers may be removed, raise many important 
questions. What i§ the effect of restrictive policies on world production and 
world trade? What effect would free or at least freer trade have on the use 
of resources and levels of consumption in individual countries? 


Free-Trade Policy 

^ Free trade is a policy of nonintervention by government in the foreign 
trade activities of its nationds.^ Goods may Be imported and exported with- 

^ A free-trade policy does not mean literally the absence of governmental obstacles. 
The imposition of standards on the import of goods for the protection of the health of 
.die population is, consistent with this,, pph^^ Similarly a tax (tariff) on imported goods 
designed only to raise fax reeeipts/is ndt^a^ of a free-trade policy. 
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out restrictions, and private persons and business firms may freely buy and 
sell their own and foreign currencies in the foreign exchange market. From 
the mid-nineteenth century until World War I, Great Britain follov^ed a 
free-trade policy, and other nations of Europe, especially France, ap- 
proached this policy during the third quarter of the nineteenth century. 
Moreover, the predominant British influence in international transactions 
established relatively free trade in many other parts of the world during 
this period. Since World War I, Great Britain has followed the interven- 
tionist path, at first cautiously, but as the emergencies of depression and a 
second world war arose, it became strongly restrictive. As a policy, free 
trade stands small chance of being revived in the calculable future either 
in Britain or elsewhere, but the influence of the free-trade argument and 
certain advantages of free-trade policy are nevertheless evident in the 
postwar proposals for international economic collaboration among nations. 

The basic argument for free trade rests upon the economic advantage of 
maximizing the division of labor. If all countries allowed unrestricted 
imports and exports, productive eflEort would tend to be specialized through- 
out the world in accordance with the principle of comparative advantage. 
Each nation would then devote its resources to the most advantageous uses 
and would sell (export) the surpluses thus produced for goods produced 
most advantageously by other countries. It would therefore obtain foreign 
goods at the lowest possible price, or at the least expenditure of labor, 
capital, and natural resources. Advocates of free trade often recount the 
advantages of internal free trade in the United States. Automobiles pro- 
duced in Michigan, cigarettes in North Carolina, women s dresses in New 
York, and movies in California may be shipped anywhere in the country 
without payment of tariff duties at state lines; and no state imposes a 
quota limit qn the amounts received from other states.^ Because die nation 
is in fact a single large market, production of commodities and services is 
highly specialized. The advantages of specialization are seen in low unit 
costs or high productivity. If automobiles, cigarettes, women^s dresses, and 
movies were produced in all or most of the states, because of tariff or quota 
restrictions designed to encourage local production, specialization would 
be limited, resources would not be concentrated in their most efficient uses, 
the advantages of largq-scale, low-cost production would be lost, and prices 
would be relatively high. 

The economic argument for free trade proposes the application of full 

- During the 1930's, however, die states did impose barriers to imports of certain lands 
from other states. Such barriers, however, affect only a few commodities, and usually 
' exist under the guise of regulation for^soihe other purpose, such as sanitation. 
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specialization and thereby the most efficient allocation and use of economic 
resources between nations. Free trade would extend to a world context the 
advantages of an unfettered market, multilateral trade, and the operation of 
price-cost relationships which are realized within each country. The clarity 
of the economic argument, however, has availed little in present-day inter- 
national affairs. In a world given over to the furtherance of a nationalism 
more intense and organized than that of the mercantilist era, free trade is 
a lost cause. The quest for national power, for protection of special interests, 
for insulation against foreign economic disturbances, and for collectivist 
economic planning— ail nationalist aims— spell defeat for the free-trade goal. 

GOVERNMENT CONTROLS OF FOREIGN TRADE 

The Profecfive Tariff 

A protective tariff is a tax or duty levied on designated types of foreign 
goods entering a country. The purpose of the tax is to raise the price of 
foreign goods sold in the domestic market, and thus to enable domestic 
producers of the same or similar goods to compete on advantageous terms 
with the foreign producers. The increased price— from the addition of duties 
—of the foreign goods usually lessens their sale; the volume of imports is 
reduced. Thus a tariff on sugar raises the price of foreign sugar; the higher 
price enables domestic producers to expand production or to maintain their 
volume of production at higher profits. The^ tariff therefore protects a 
domestic market and a group of domestic producers against lower-priced 
foreign goods; but for this protection some domestic industries would not 
exist at all, or at least would operate on a smaller scale. 

Tariffs or import duties fall into three categories. The ad valorem duty 
is expressed as a percentage of the price of the imported commodity; 
e.g., the duty on cotton piece goods may be 20 per cent added to the price 
of the products upon entering the country. A specific duty is a levy of so 
many cents or dollars per physical unit of product; e.g., wool imported into 
the United States has been subject to a 34-cent per pound duty. A foreign 
product may be subject to both specific and ad valorem duties. This com- 
bined duty may be so many cents per pound or a certain percentage of the 
imported price, whichever yields the lower tax. 

Foreign goods subject to import or customs duties are termed dutiable 
imports; those not taxed are termed free imports. Many goods enter this 
country as free imports^ being in, general of types not produced in this 
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country. On the other hand, dutiable goods are usually those which are the 
same as, or similar to, goods produced in this country. 

For many decades the United States has followed a highly protective 
tariff policy. Early in the nineteenth century the small manufacturing 
industries of this country, many of which were the first producers in new 
fields, sought and obtained a measure of tariff protection from Congress. 
During and after the War between the States, tariff barriers were raised to 
high levels and were extended to an ever-increasing number of products. 
The important shift to high protective duties during this period was directly 
related to the change in political power resulting from the war. Before the 
war the South as a political bloc resisted protective tariffs in most instances. 
Its cotton and tobacco needed no protection from foreign competitors, 
for the South excelled the world in the production of these goods. Moreover, 
it resisted protection for Northern manufacturers because import duties 
would have (1) increased the prices of both Northern and imported manu- 
factured goods sold in the South, and (2) curtailed imports from abroad and 
thus limited foreign capacity to purchase Southern exports. The absence of 
Southern delegations from Congress during the war and early reconstruction 
periods removed their restraining influence. This, together with the in- 
creased power of manufacturing interests in politics, led Congress to estab- 
lish protectionism as a national policy. The return of Southern political 
influence in the 1870’s was powerless to reverse the movement, even though 
it continued to oppose tariffs and was later joined with other sections of the 
country in a liberal program. The Republican party became increasingly 
associated with industrial interests fostering protectionism, and thus was 
(and is today) known as the "high-tariff” party. Since the Democratic part}^ 
sponsored low tariffs (but not wholehearted free trade), tariff policy became 
a political issue between the two parties. Although the issue remains, its 
political effect and tlie party distinctions are no longer so important. 

The case for protectionism is made up of many argtiments, of varying 
validity. 

1. A smMl industry is at a disadvantage in competing with a large, well- 
established foreign industry because the latter enjoys econotriies of 
large-scale operations which the former does not Without tariff pro- 
tection the small industry, with its relatively high unit costs of produc- 
tion, could not survive the flood of imports coming from the low-cost 
foreign country. Tariff protection increases the price of foreign goods 
in the domestic market, thus enabling the small domestic industry to 
survive and grow. In the .course of 'time the small industry becomes 
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large and efficient and is fully able to compete with foreign producers. 
At this point protection can be witlidrawn, i.e., the commodity or 
commodities produced can be removed from the dutiable list. This 
"'mfant industry” argument was widely used by manufacturers in the 
early stages of American industrial life, as it is today by some Latin- 
American countries tliat are attempting to industrialize in the face of 
competition from foreign industries. 

The argument is valid when it is used to support a tariff for a small 
industry which clearly has good prospects of reducing unit costs by 
large-scale output; but iri practice, too often it is used to justify tariff 
protection for industries whose prospects of success are dubious. 
Moreover, experience in this country shows that protection once 
granted is not easily withdrawn; the erstwhile Tnfant” clamors for 
protection perhaps for other reasons and may be successful in pre- 
venting a real test of its ability to compete. 

2. Tariff protection enables the protected industries to grow hy taking 
over all or part of the domestic market previously supplied by foreign 
producers. In this way national output as a whole increases. At best, 
this argument has limited validity when the short-term effects of tariff 
protection alone are considered. It is possible that an increase in tariff 
duties would encourage industrial expansion in the protected indus- 
tries; however, the ensuing reduction of imports would before long 
cause a reduction in exports as well, with depressing effects on export 
industries. Thus the expansion of one group of industries might be 
offset somewhat later by a decline in other industries; tariff protection 
directly encourages a less efficient industry and indirectly discourages 
a more efficient industry. Resource allocation, therefore, is changed 
at the expense of productivity. It is conceivable that total employment 
may be increased in this way, but it is also true that total employment 
may be increased by reverting to the pick and shovel in the construc- 
tion of highways. 

3. The purchase of foreign goods takes money out of the country; on the 
/; other hand^ the purchase of domestic goods keeps money at home. 

This ""buy-at-home” argument is hoary with age, being often used 
locally to discourage consumers in one town from buying in another 
town. Literally the logic leads to a negation of trade of any sort. Why 
should not a family make its nwn clothes, do its own baking and 
laundry, build its own home? The speciousness of this argument is 
; ^ evidenced by f^ct that a nafe provide the foreigner 

vwth money to buy goods. The dollars used to buy foreign 
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goods are spent by the foreign country directly or indirectly to buy 
American exports. In support of tariff or other restrictions on imports 
the keep-money-at-home argument can be rejected as unsound and 
even naive. Under some circumstances, however, a similar argument 
has short-run validity. If a country imports heavily and suffers an 
adverse balance of payments its foreign exchange balances will be 
depleted. A reduction of imports might be necessary in order to con- 
serve these balances or to prevent a loss of gold. But such a course is 
not actually based on the buy-at-home position. 

4. Tariffs protect the high wage rates and the high standard of living of 
an advanced country against the ^‘pauper' labor of poorer foreign 
regions. Proponents of protective tariffs have exhibited considerable 
solicitude for the American wage earner in advancing this idea. As a 
general argument it is specious. Hourly wage rates in American 
industry in general are far above similar rates elsewhere, but high 
wages are not to be confused with labor costs. The typical Ameri- 
can wage earner in manufacturing industries works with more 
efficient capital facilities and therefore produces more goods per hour 
or day than do wage earners abroad. As a conseqnencey labor costs 
per unit of goods may be less in American industry even though 
hourly wage rates are considerably higher. Indeed, this wage argu- 
ment has been made to work both ways; Americans have argued for 
tariffs to protect the American workman from the low-paid labor 
abroad, and foreigners have argued for tariffs to protect their labor 
from the more efficient, high-paid labor of the United States. 

Under some circumstances, however, high wages may mean costs 
in excess of those abroad. If an industry abroad has similar capital 
facilities and enjoys economies in production comparable to those in 
the same industry in the United States, then its lower wage would 
enable it to undersell its American competitor. In the absence of tariff 
protection the American industry would find itself in difficulties; its 
unit labor costs would exceed foreign labor costs. This, however, is 
not typical of the major productive activities involved in the inter- 
national market. In short, the tariff has little or nothing to do with 
determining or maintaining wage rates; wage rates are governed 
largely by productivity* 

5. Tariff policy can be designed to equalize production costs between 
domestic and foreign industries. The so-called "scientific” tariff was 
intended to achieve tliis equalization. The United States Tariff 
Commission many years ago was charged with the responsibility 
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of measuring domestic and foreign costs and recommending tariff 
rates based on cost studies for Congressional consideration. The 
measurement of costs, however, is a formidable task. Which costs 
are to be taken? Those of the most efficient, average, or least 
efficient firm in an industry? Which accounting system should be 
used? What can be done about an industry whose firms keep only 
the most rudimentary financial records, or none at all? Even if a 
method for measuring costs of production for American firms was 
agreed upon, how would costs in many foreign countries be deter- 
mined? The difficulties suggested by these questions have cast doubt 
on the cost equalization basis for tariff rates. Not only is the method 
probably impracticable, but the goal— if undertaken to be realized 
completely— is contrary to the very existence of trade, for if costs are 
actually equalized, trade would cease. 

6. Tariffs are protection against dumping by foreign producers and gov- 
ernments. Dumping is the sale of foreign goods in a country at prices 
ruinously low for the domestic producers. It is a practice followed 
occasionally to get rid of large surpluses of goods. Sometimes it is 
predatory: producers in one country dump products in another for 
the purpose of ruining producers in the importing country. In the early 
1930’s the Soviet government sold substantial amounts of timber in 
European countries at prices far below those of lumber producers in 
those countries. This sale might have been intended to cause economic 
difficulties in the importing countries, or, more probably, the Soviet 
government needed foreign exchange quickly and used dumping tac- 
tics to obtain it. The tariff is a means of protection against dumping 
which many countries have used to meet this problem. 

7. Tariffs give to a nation the advantages of economic diversification. 
This argument, unlike most of those described herein, is usually ad- 
vanced in support of broad national purposes rather than for special 
interests. Briefly the position is as follows: a nation should guide its 
productive activities so as to attain a balanced production and a high 
degree of self-sufficiency. Protective tariffs are means of encouraging 
industries that otherwise would not exist or that would not be able to 
attain the desired size because of foreign competition. The advantages 
of diversification are several from this point of view. 

a. Military security. Many governments have protected industries 
essential for war purposes. European governments for decades 
have protected agriculture by tariffs to attain self-sufficiency in 
food production, Chemical, steel, and other strategic industiies 
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have been similarly protected. Britain’s abandonment of free 
trade following World War I took the form of protecting “key” 
industries, such as chemicals. Adam Smith, the great spokesman 
for free trade, admitted military security as the important qualifi- 
cation to his plea for economic liberalism. 

b. Economic stability, A wider and more diversified economy is be- 
lieved to be less likely to experience a great degree of economic 
instability. Countries dependent upon a few main export items, 
such as raw materials, are susceptible to great instability; when 
foreign demand for their products falls off, these countries are 
depressed. Therefore, many raw^-material-producing countries 
have encouraged the expansion of manufacturing by tariffs, sub- 
sidies, and other means, and industrial countries have favored 
certain areas or types of agricultural production. 

c. Economic natmialism. Closely allied to both these advantages 
is tlie desire of nations hitherto “undeveloped” to become eco- 
nomically important. In part, this is a reaction against depend- 

, ence upon the industrial nations for manufactured goods, i.e., 
against the “coloniaF status this dependence engenders. In re- 
cent years economic nationalism has become a crucial issue in 
some nations and has led to intensified “five-year plans” designed 
to place the maximum of national resources into building up 
industrial capacity. Political leaders in many of these countries 
enshrine industrialism itself as a national goal and measure na- 
tional greatness in terms of pig-iron capacity— a criterion im- 
ported in part from the United States. 

Some General Considerafions 

The case for protective tariffs could be filled out in more detail but the 
arguments given describe it sufficiently. The United States has been and 
is a stronghold of protectionism, chiefly because producer interests have 
been influential and sometimes dominant in national policy. American 
tariff policy has been based on special pleading and implemented by 
political pressure tactics for the most part; business generally has persuaded 
itself and the public at large that this form of governmental intervention 
is in the national interest. The Hawley-Smoot tariff of 1930 represented the 
high-water mark of protectionism in this country; since then some reduc- 
tions have occurred under the Reciprocal Trade Agreements Act. Despite 
these, however, the American tariff remains high. 
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The protective tariff is clearly an obstacle to foreign trade. Jmports into 
this country undoubtedly would have been larger had this country fol- 
lowed a more moderate tariff policy. American tariffs have, moreover, led 
foreign governments in turn to raise tariff barriers against American goods 
as a retaliatory measure, or as a means of conserving their foreign exchange 
balances. “Tariff wars’’ or tariff retaliation excessively burden foreign trade 
and cause a relatively inefficient use of economic resources in the countries 
protected by tariffs. 

Some detrimental consequences have resulted from the high-tariff policy 
of the United States, both for itself and for other nations of the world. 
America’s position as a creditor nation was previously discussed. A creditor 
nation expects payment from abroad in the form of interest, dividends, and 
redemption of loans; however, debtor nations must, to make these pay- 
ments, export commodities and services. Therefore, the creditor position 
of the United States should have involved the importation of large amounts 
of foreign goods, but its high-tariff policy has made this impossible. In the 
course of time foreign debtors encountered increasing difficulties in obtain- 
ing dollar exchange to pay American investors and to buy American goods. 
The wholesale repudiation of debts owed the United States during the 
1930’s may be traced in good part to the high-tariff policy of this country. 
This country was (and is) a creditor nation but has followed the foreign 
trade policy of a debtor nation. 

During the 1930’s some steps were taken to modify the high-tariff policy. 
The Reciprocal Trade Agreements Act of 1934 authorized the President to 
negotiate reciprocal trade agreements with other countries in ’ order to 
foster foreign commerce. In return for tariff reductions and other conces- 
sions from foreign govermnents, the President was empowered to reduce 
import duties (on the products involved in negotiation) by as much as 50 
per cent. Trade agreements were concluded with a number of countries 
and tariff duties were reduced here and abroad. World War II disrupted 
trade so drastically that the effectiveness of these modest tariff reductions 
“can hardly be measured at this time. Nevertheless, it is indisputable that 
the act was a departure from the exaggerated protectionism of the 1920’s. 
With the close of World War II the, urgent need for a revival of world 
trade spurred efforts to reduce tariffs and other obstacles. The Bretton 
Woods Agreement and the international financial institutions provided un- 
der its terms have this as one important purpose. The Geneva Conference 
on Trade and Employment of 1947 was called for the purpose of bringing 
about a world-wide reduction of tariffs and other trade obstacles in a pro- 
gram to increase trade^ production, and, employment throughout the world. 
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The case Tor tariff reduction is persuasive. But a movement toward freer 
trade (not free trade) will encounter many difficulties. In each country are 
to be found protected industries which will be damaged by tariff reduction, 
and these interests will oppose tariff reform. More importantly, perhaps, 
most of the countries of the world fear the loss of gold or foreign exchange 
balances that might result from a substantial relaxation of import restric- 
tions. Others have internal economic plans which require foreign ti*ade con- 
trols, and some conduct foreign trade as a virtual government monopoly. 
The economic advantages of freer trade— i.e., a more efficient use of eco- 
nomic resources and consequent increased productivity— may conflict with 
internal political aims, conceptions of economic stability, and the entrenched 
interests who profit through protection. 

Quota Resfricf ions 

Many countries employ import quotas as a means of restriction. In gen- 
eral the quota involves a quantitative limitation on the amounts of goods 
that may be imported. In this respect it is a more effective control than 
the tariff, for the tariff merely imposes a tax (or increased price) on imports. 
Quota limitations were adopted by some nations during the 1930’s to pro- 
tect domestic producers and to conserve foreign exchange balances. There 
are several types of import quotas: 

1. The Tariff Quota. This type combines a tariff and a quota. A specified 
amount of an imported commodity is permitted to come into a coun- 
try at a certain import duty, but any additional amounts are subject 
to a higher duty. For example, the United States permits the impor- 
tation of 22 million pounds of Cuban cigar-filler tobacco at an import 
duty of 14 cents per pound. Amounts imported in excess of this quota 
are taxed at 28 cents per pound. It will be noted that the tariff quota 
is not strictly a quantitative control, although the increase in the 
import duty beyond the allowable quota works in this direction. 

2. Fixed Quotas. This type rigidly limits the amounts of a commodity 
(by value, weight, or number of units) that may be imported. During 
the 1930 s France instituted fixed quotas on a large number of com- 
modities and many otlier countries followed suit. This type of control 
has not been a part of normal American trade policy although during 
World War II import quotas (or allocations) were imposed on many 
imported commodities. 

3. , Global Quota. Quota controls in the past have varied considerably* 


796 INTERNATIONAL ECONOMICS 

In some cases a country, by law or decree, imposed a Emit on the 
importation of a commodity without reference to the amounts that 
came from individual supplying countries. This has been termed the 
global quota. Its defect lies in the possibility that one of the several 
supplying countries might ship all that is allowable under the quota, 
leaving the others out of the market entirely. 

4. Allocated Quota. To avoid possible discrimination under the global 
quota, allocated quotas often are established so as to apportion the 
imported commodity among the several supplying countries. 

The determination of quotas by the government of the importing coun- 
try is a complex task. If a restricted commodity is essential (e.g., steel) to 
the importing country’s productive process, care must be taken to ensure 
that at least an adequate amount is received. Moreover, it is necessary to 
assure that the limited amount imported is used most advantageously, and 
this requires rationing the sale of the imported commodity. Thus import 
control leads to a series of internal controls. On the other hand, if quotas 
are imposed only on ''nonessentiar imports the problem of scarcity may 
be handled adequately by market price.. 

In order to assure the limitation of imports within the quota, and to 
divide up the import business among the various trading firms, governments 
usually resort to import licenses. Each importer dealing in the particular 
trade under control is granted a license by his government which permits 
him to import a stated share of the total quota. Needless to say, this pro- 
cedure is awkward and burdensome to the importer but effective in limit- 
ing imports. 

In some instances fixed quotas are not imposed but all imports are sub- 
ject to import license control. Importers must obtain a license from a gov- 
ernmental agency; licenses are issued in accordance with a planned import 
policy or in accordance with the size of the foreign exchange balance. This 
import license procedure is more flexible than one limited by a quota system, 
but it may also be more restrictive. 

Foreign Exchange Control 

Of all methods of regulating and restricting private foreign trade none 
IS more effective than exchange control by governmental authorities. This 
control involves regulation of the purchase (acquisition) and sale (disposal) 
of foreign currencies. The most common type of exchange control requires 
(1) exporters to turn over to a governmental agency the foreign exchange 
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accruing to" them from their sale of goods abroad, and (2) the agency to 
sell this exchange to importers and others in accordance with governmen- 
tally established criteria. The exporter thereby receives domestic money 
for his foreign exchange; in effect he is required to sell his foreign money 
to the government at a rate determined by his government. Importers must 
buy exchange from government as the only source, since all foreign bal- 
ances become property of the government and can be used only for pur- 
poses designated by it. In this way government establishes complete con- 
trol over the amounts and types of imports, foreign investments, and other 
uses of the country's foreign balances. 

In practice, exchange control has exhibited many variations from the 
standard type described here. The rates at which a government will buy 
exchange from its exporters may vary; higher rates are paid for exchange 
on exports to certain countiies in order to encourage trade with these 
countries. On the other hand, the rates at which a government sells ex- 
change to importers are differentiated in an effort to encourage imports 
from certain sources and discourage them from other sources. Or the rate 
may be relatively lower for the purchase of some commodities in order to 
encourage their importation. Varying rates of exchange are possible under 
a system of exchange controls because of the monopolistic position of the 
governmental agency in the supply of foreign balances. 

The multiplicity of exchange control practices may be included in sev- 
eral general categories, three of which require intergovernmental agree- 
ments and the fourth of which is unilateral: (1) compemation arrangements y 
(2) clearing agreements, (3) payments agreements, and (4) unilateral control. 

A compensation agreement is essentially a barter deal. Country A agrees 
with country B to permit their respective firms to exchange certain amounts 
of commodities of equivalent value, the equivalence being detennined at 
rates of exchange agreed upon by the two governments. Thus a firm in 
country A ships a quantity of chemicals to country B, and a firm in coun- 
try B ships raw materials to A, both amounts of equal value as determined 
by the agreed-upon rates of exchange. Arrangements of this type were 
made by Germany and some other countries during the early 1930's because 
exchange shortages and depression difficulties made normal trade virtually 
impossible. 

Clearing agreements were widespread during the prewar decade. For 
example, Germany and Switzerland agreed to pay their own exporters for 
the goods exported to the other country* A German exporter of coal to 
Switzerland was paid by the Reichsbank, while' a Swiss exporter o£ watches 
to Germany was paid by the Swiss National Bank. Under the agreement 
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botli banks handled the ti*ansactions at an agreed-upon rate of exchange; 
at the end of tlie clearing period one paid the other whatever difference 
occurred in the value of goods exchanged. Or, as frequently happened, 
Germany would build up a debt to its partner in the clearing agreement. 

Payments agreements are intergovernmental arrangements under which 
two countries, one of them a debtor to the other, allocate foreign exchange. 
The Anglo-Argentine agreement of 1933 is an example. Argentine balances 
accruing in Britain were made available for payments on Argentine debts 
to Britain, for certain classes of British exports to Argentina, and for other 
agreed-upon uses. Although they resemble clearing agreements, payments 
agreements differ in that actual foreign exchange transactions continue, but 
within the framework of the agreement. 

Unilateral exchange control involves no agreements between nations. 
A country exercising control merely limits the purchase of foreign exchange 
by its importers and other nationals having payments to make abroad. 
There need be no discrimination on the part of the government, favoring 
one country against another. Chile employed this technique during the 
prewar decade. However, to encourage the importation of certain goods 
at the expense of others, Chilean authorities established several exchange 
rates that favored the ‘ purchase of goods most desired for its internal 
economy. , 

Why were these various methods of exchange control adopted? Fore- 
most among the reasons was the actual or threatened loss of foreign ex- 
change balances during the international crisis of the early 1930’s. As soon 
as financial diflScuIties arose, many nationals in the threatened countries 
sought to buy dollar or sterling exchange; i.e., they attempted to transfer 
their money to New York or London’banks. Faced with this flight of funds, 
some countries imposed restrictions on foreign exchange transactions. 
Others waited too long and lost most of their foreign balances. Controls 
to prevent the flight of capital almost necessarily led to general exchange 
conti’ol, for it is diflBcult to distinguish between a purchase of foreign ex- 
change to import goods and a purchase for safe-keeping abroad. In some 
countries exchange control came to be regarded as a means of collecting 
revenue. In Chile the government s buying and selling rate margins yielded 
a profit in excess of 25 per cent. Exchange control, however, was employed 
most widely as a means of effecting bilateral trade arrangements between 
countries. Germany employed excha.nge control as a means of channelizing 
trade, and in this way exercised considerable control over countries (notably 
the Balkan countries) dependent, upon Germany as a market and as a 
source of goods. Others sought , to channelize trade by restricting their im- 
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ports largely to their best customers for exports, or they sought to curtail 
imports from countries with which they had an unfavorable balance of 
payments. Controls over exchange ti*ansactions in most countries are added 
to the barriers imposed by tariffs and sometimes both of these have been 
combined with import quotas. 

Exchange controls born of prewar financial exigencies and power politics 
persist in an aggravated and more comprehensive form in the postwar 
period. Early in 1947 all but eight nations had some form of exchange con- 
trol. The United States is the only major country not using this device 
either to protect its foreign balances or to discriminate in trade among 
nations, and it may be said that this liberalism is made possible by its posi- 
tion as the leading producer and largest holder of gold. Because of the 
status of the United States in world trade, postwar use of exchange control 
is primarily designed to conserve dollar balances held by foreign nationSc 
For it is hardly an exaggeration to say that, if the purchase of dollar ex- 
change were freely permitted in a great many of the countries abroad, 
their nationals would transfer their wealth into American deposits and 
quickly strip the countries of the dollar exchange available for imports of 
American goods. Other reasons include the protection of domestic indus- 
tries against foreign imports, the bilateral balancing of trade, and the con- 
trol over foreign trade to assure the success of domestically planned eco- 
nomic systems. 

Infernafional Commodify Agreements 

Governmental intervention in foreign trade takes still another form in 
international commodity agreements. These are agreements among the 
governments of important producers and consumers of certain basic prod- 
ucts. The International Wheat Agreement of 1942 was a contract between 
the principal wheat exporting nations— Canada, Argentina, Australia, and 
the United States— and Great Britain, a leading importer of wheat. The 
agreement was not put into effect because of war conditions; however, its 
provisions indicate the scope of agreements of this type: 

1. Export control. Of the total amount of wheat and flour exported by 
the four countries the percentage share was to be as follows: Canada 
40, Argentina 25, Australia 19, tlie United States 16. 

2. Froduction control The four countries pledged to control their do- 
mes-tip production (by. whatever means they each deemed feasible) 
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in order to limit output to (a) domestic requirements, (6) their basic 
export quotas, and (c) additions to reserve stocks. 

3. Reserve stocks. Each of the producing countries agreed to maintain 
reserve stocks of wheat on hand at the end of each crop year. The 
size of the reserve was established for each country. Should stocks on 
hand exceed the agreed-upon reserve in any or all countries, the 
excess would be disposed of domestically as livestock feed or other 
lower order uses. 

4. Trices. Each year the countries to the agreement were to establish the 
world export price of wheat. These annual prices were to be ^"reason- 
ably remunerative” to producers, “fair” to consumers in the importing 
countries, and in “reasonable relationship” to other prices. (These vague 
criteria relating to the determination of price leave this problem open 
to constant negotiation and friction.) 

The point of importance for present purposes is the extent of trade con- 
trol by governments to such an agreement besides the internal controls 
over production necessary to make agreements effective. Agreements by 
other groups of countries exist, or have existed, or are in process of nego- 
tiation, covering coffee, sugar, cotton, beef, tea, and rice. These products 
embrace a substantial part of total world trade. The departure from free, 
or relatively free, trade in the world market is dramatically revealed in this 
type of agreement, for the main elements in the trading process— produc- 
tion, exports, and prices— are governmentally determined. 

Infernafional Cartels 

A cartel is an association of, or merely an agreement among, producers 
in an industry for the purpose of regulating production, establishing prices, 
dividing up the market, and other monopolistic devices. Domestic cartels 
are common in Europe. The British steel and chemical industries and a 
major part of German industry before the war had been cartelized. Do- 
mestic cartel arrangements are contrary to the Sherman Antitrust Act in 
this country but somewhat similar results are achieved by the formation 
of huge corporate structures. Cartels extend into the international field 
when producers of the same products in two or more countries reach agree- 
ments on the division of the international market, export prices, the ex- 
change of patents, and other aspects of international trade. As a rule, inter- 
national cartels are sponsored and regulated by governments abroad. Thus 
the British government exercises a measure of control over such cartels as 


INTERNATIONAL ECONOMIC POLICY 801 

the ImperiarCheiiiical Industries, and the German government before the 
war directed many of the activities of I. G. Farbenindustrie. These huge 
private-industry groups thus become instruments of national policy and 
the international agreements made by these groups often constitute a kind 
of intergovernmental collaboration. 

Several types of cartel organization may be distinguished. The association 
is a form similar to the trade association found in domestic industries. The 
international cartel association is composed of producers of a commodity 
or line of commodities from several different countries. Formal agreements 
may be made by the association to fix prices, control production, regulate 
exports, allocate markets, redistribute profits, and effect an exchange of 
patents among the members, and to establish a combined sales organization 
to handle all export trade. American firms legally can participate indirectly 
in tliese associations through export associations provided for by the Webb- 
Pomerene Act. Secret participation on a doubtful legal basis is, however, 
practiced by some American firms. 

The patent-licensing agreement is another form of international cartel; 
it is most common in the petroleum, chemical, and electiical industries. 
Firms in possession of patents license the use of these patents in other 
countries; the licensee may be required to limit his output, exports, fix 
prices, and follow other policies established by the cartel. 

A third form of international cartel is the combine. For example, the 
du Pont company in this country and Imperial Chemical Industries in 
Britain formed the Duperial companies in Brazil and Ai'gentina. The parent 
companies conduct business in these countries only through the Duperial 
subsidiaries; their subsidiaries manufacture goods, import du Pont and 
Imperial Chemical products, and manage the sale of these products in their 
areas. The effect is that competition between du Pont and Imperial Chemi- 
cal is avoided by a division of the market. The holding-company structure 
is also used to effect cartelization. The International Telephone and Tele- 
graph Company owns or controls cable, radio, telephone, and equipment 
companies in many different countries. Under contractual arrangements 
with the Dutch holding company; N, V. Philips, producer of electrical 
equipment in many countries, these two parent organizations can achieve 
a high degree of concerted business policy throughout a large part of the 
world- 

Cartel arrangements reduce competition in world markets in many ways. 
The United States Department of Justice listed 179 cartel agreements in 
effect in 1939' with American participation in more than 100. By these 
arrangements the volume, directidn, and types of world trade are subject 
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to control, as are the prices of the controlled commodities, it should not 
be inferred that cartelization necessarily reduces production and exports; 
like some domestic monopolies these international agreements in some in- 
stances may encourage output. On the whole, however, the evidence points 
to restriction and to monopoly pricing. 

Since many international cartels are governmentally sponsored and regu- 
lated, their policies in effect are quasi-governmental. Cartel arrangements 
are in some instances akin to international commodity agreements made by 
governments in that botli allocate export markets, control prices, and regu- 
late production. Cartel agreements are "private” while governmental com- 
modity agreements are "public,” but the frequent governmental participa- 
tion in cartels as well as the personal interests fostered by international 
commodity agreements serve to weaken this distinction. 

Governmenfal Trading Monopolies 

Governmental control of foreign trade reaches its apogee in the collec- 
tivist regime of the Soviet Union where importing and exporting are gov- 
ernmental monopolies. The socializing of industry in other countries, espe- 
cially in Europe, will make "state trading” a growing factor in future 
international economic policies. Under the totalitarian economic system 
of Russia, the state determines the amounts and types of imports needed, 
as well as the exports required to secure the necessaiy^ foreign exchange. 
Tariff protection, quotas, and exchange controls are wholly unnecessary in 
the conduct of its international economic policies. Foreign goods cannot 
compete with and threaten Soviet production, for the government does 
all the buying from abroad: the state monopoly achieves directly and com- 
pletely the power which is in part sought by other countries using restric- 
tive devices in international ti'ade. It is partly for this reason, therefore, that 
the Soviet Union has displayed little interest in tlie programs for "inter- 
national economic collaboration.” In the postwar period these programs 
are directed toward a mitigation of import restrictions; a state trading 
monopoly has no import restrictions except its own buying policy— which 
theoretically could be completely restrictive. As a monopolist seller, a 
state trading agency may encounter restrictions imposed by importing 
countries, but this is not important for the Soviet Union> because its exports 
are almost negligible. ; , 

State trading was resorted to on a large scale by belligerents during 
World War II. The United Stato government purchased large amounts of 
vraw materials froni abroad, and With other allied governments conducted 
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extensive import and export transactions. As a peacetime technique of 
international trade control, however, state trading is largely limited to 
collectivist countries. 

I ' Of her Controls 

( The types of controls described above are directed principally toward 

) the limitation and regulation of imports. Export controls may also be 
involved. International commodity agreements and cartel arrangements 
provide for the regulation of exports. State trading comprises by definition 
both export and import control by government. In general, however, coun- 
tries normally impose but few restrictions on exports and many even en- 
courage exports by subsidies and other means. Since exports create bal- 
i ances of foreign exchange and imports reduce these balances, commercial 

policy tends to encourage selling and curb buying. Export controls in the 
form of export licenses were widely used by most countries during and di- 
j rectly after the war as a means of conserving and rationing scarce supplies of 

i sugar, vegetable oils, steel, and other products among consuming nations. 

I However, export controls oflFer few problems under nomal circumstances; 

; for the real burden on world trade is imposed by restrictive import policies 

j prevailing in all trading nations. 

I TRENDS IN WORLD TRADE POLICY 

I Before the outbreak of World War I protective tariffs did exist, but since 

i they were comparatively low and were not changed frequently, these tariffs 

were much less restrictive than those of the interwar period. Trade before 
1914 was free to move multilaterally over tariff obstacles; foreign exchange 
was freely available to those who had payments to make anywhere in the 
I world. The growth of governmental intervention during and after World 

i War I led to an intensification of interventionist policies in foreign trade and 

^ finance. Collectivist movements were accelerated by the economic and finan- 

j cial disturbances of the 1980 s. In the face of the general decline in trade and 

^ because of domestic unemployment each country sought to protect itself. 

: Moreover, the military expansionist policies of Germany and Japan were 

: tied in with foreign trade and exchange controls in order to strengthen 

I their internal economies while weakening those of their neighbors. The 

effort to reduce unemplo 5 mient found eK:pres$ion in state-planned economic 
• programs in many countries that required control over imports. The con- 
; tracting woi^ld markets led private producer interests to seek protection 
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through tariffs, commodity agreements, import quotas, and cartel arrange- 
ments. World War II further disrupted international trade, and in its after- 
math collectivist governments increased in number and influence. 

Thus, in the eyes of the old-fashioned free trader, world commerce is 
enmeshed in a tangle of bureaucratic red tape that lessens the productivity 
of economic resources, hampers trade, and retards the growth of wealth. 
The world, indeed, has moved far from the condition of relatively free 
trade that characterized the mid-nineteenth century— a condition that 
emerged slowly from the interventionism of the mercantilist era. Because 
of wars, depression, and political upheavals, the world has reverted to the 
practices and views of mercantilism, but with at least this difference: the 
present techniques of restrictive control are more eiBSiciently organized, 
more effective and comprehensive. 


SOME ECONOMIC CONSIDERATIONS 

The economic aspects of foreign trade and commercial policy may be 
discussed under two headings: (1) the allocation of economic resources, 
and (2) the influence of foreign trade upon the level of employment. The 
first problem engaged the attention of economists from the close of the 
eighteenth century until the pre-World War II period of depression, when 
it was overshadowed by a preoccupation with the effects of foreign trade 
upon employment and national income. In attempts to revive employment 
or to prevent further declines, governments adopted and extended many 
of the trade controls that have been noted here. Foreign trade control was 
viewed as one of the means of mitigating depression. It is significant drat 
the earlier interest in the international allocation of economic resources 
developed in a period when there were no serious doubts as to the ability 
of countries to maintain relatively full employment. 

The Allocafign of Economic Resources 

From the latter part of the eighteenth century, and especially following 
the publication of Smith’s Wealth of Natiom, economists centered their 
attention on the way in which the market mechanism— the cost-price, 
supply-demand relationships— apportioned economic resources among the 
many uses for them. It was held that the free competitive market tends 
to allocate these resources in accordance with their most productive (i.e., 
least cost) employments. Following Smith’s lead, David Ricardo and John 
Stuart Mill in the first half of the nineteenth century developed the classical 
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theory of international trade based upon the principle of comparative ad- 
vantage. In the absence of barriers to world trade each country would tend 
to specialize resources in their most economic employments; therefore, 
maximum productivity required international free trade; departures from 
this policy lessened the productivity of each nation s resources. 

Consider now the effects of tariffs, import quotas, exchange controls, 
international commodity agreements, and cartel arrangements on inter- 
national specialization and the productivity of resources. In virtually all 
instances these controls are restrictive; they eliminate or limit imports for 
the benefit of domestic industries. The tariff protects some industries which 
otherwise might not exist at all, or might exist only on a smaller scale. The 
labor and capital thus employed would be more productive if they were 
employed in some other fields. Protection per se is an admission of waste. 
Import restriction, whether its purpose is admittedly protective or not, 
tends to encourage relatively high-cost production. The lesser productivity 
of resources employed in the protected industries is reflected in prices 
higher than those of freely imported competitive goods. In the end, there- 
fore, consumers pay the cost of protection in curtailed incomes and con- 
sumption. 

This is the free-trade indictment of restrictive trade policies. The indict- 
ment is valid in the context assumed by the free-trade analysis, namely, 
a condition of i*elatively full employment in a world free of trade restric- 
tions. If this condition does not prevail, the force of the criticism is weak- 
ened. Some— but by no means all— of the restrictive measures described have 
been adopted in efforts to mitigate general unemployment. Proponents of 
these measures readily admit the waste of protectionism but argue that it 
is preferable to employ resources uneconomically than not to employ them 
at all^ 

Foreign Trade^ National Income^ and Employment 

Like all other productive activity, producing for the export market adds 
to liational output, income, investment, and employment. By itself, pro- 
duction for export involves the creation of incomes in a country without 
the addition of a corresponding volume of goods for sale in the country. 
On the odier hand, imports taken by themselves involve a reduction in 
income in a country; the incomes (or money) used to purchase imports are 
transferred to foreign ownership. 

3 These proponents do not include the special pleaders for protected producer groups 
who demand protection at all times regardless of the level of employment. 
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When imports and exports balance, therefore, foreign trade "^has no imme- 
diate stimulative or depressive influence on the level of income in a coun- 
try. The amount of income created in the production of goods for export 
is equal to the income spent on goods imported from abroad. An excess of 
imports accompanied by the accumulation of idle dollar balances to the 
credit of foreigners tends to be depressive unless offset by forces within 
the economy; an excess of - exports, on the other hand, tends to be stimula- 
tive to output, income, and employment. 

Under some circumstances a change in foreign trade may initiate expan- 
sion or contraction of national income. Nations often fashion their foreign 
trade policy consciously to produce favorable effects on their level of eco- 




nomic activity. In some countries, Great Britain for example, foreign trade 
is so important a source of income that control over foreign trade amounts 
to control over the level of domestic economic activity. On the other hand, 
because its foreign trade is small in relation to total income, the United 
States can influence internal economic activity to only a relatively unim- 
portant degree by control over trade. 

The expansion and contraction of foreign trade is in large measure 
dependent upon changes in a nation's national output and income. Al- 
though, as already noted, the rise or fall in the volume of trade may initiate 
similar changes in national income, it is likely that in the United States, 
at least, the relationship works more often the other way. As national in- 
come expands United States imports and exports increase; an increase in 
imports naturally means an expansion of exports in countries supplying this 
country, and this in turn may stimulate a rise in their national income. 
Conversely, as the national income of the United States declines imports fall 
off, and foreign suppliers may suffer reductions in their economic activity. 
They may, therefore, adopt foreign trade policies designed to offset this 
adverse influence. The connections between a nation s foreign trade and its 
national income are by no means simple. 

Some hypothetical illustrations of these relationships may make them 
more clear. Suppose that the imports and exports of country A are in bal- 
ance, but because internal investment prospects are unsatisfactory its labor 
force and capital facilities are partly unemployed. To raise the level of 
employment it decides to reduce imports by exchange controls, or quotas, 
or by tariff barriers. In what way can import restrictions increase domestic 
employment? This can result if consumers now spend on domestically pro- 
duced goods part of the income they previously spent on imported goods.^ 

^ This may he termed a reduction in the propensity to import, he., the percentage of 
tot^l income spent on imports if x^uced. ^ , , 
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If this occure without affecting adversely its exports, conntry A would ex- 
pand its production; i.e., the aggregate demand for its national output 
would increase in the short run by an amount equal to the decline in im- 
ports. This increase in demand for domestically produced goods would 
tend to induce an expansion of investment in the industries thus affected, 
and by means of the multiplier and acceleration effects there would ensue 
a rise in national output, income, and employment. Or in otlier words: 
Country A now enjoys a favorable balance of trade; its excess of exports 
over imports is stimulative. This excess is a component of the country’s 
aggregate investment; its multiplier effect is stimulative to economic 
activity. 

As matters now stand in the illustration, country A has benefited from its 
restriction of imports. But is this advantage likely to be held? Tracing some 
of the probable consequences of A’s policy suggests it is only temporary. 
Suppose country B suffers a loss in its export trade to A because of A’s 
restrictive import policy. The effects of this reduction in B’s exports would 
likely be (1) a decline in income and employment in B, as production for 
export falls off; (2) the imposition of import controls by B, to reduce its 
adverse balance of payments to A; and (3) a decline in B s imports, not 
only because it has less A exchange and less national inconde, but also 
because it imposes import restrictions to prevent further reductions. The 
combined effect of a fall in B’s national income and in its holdings of A 
exchange, together with retaliatory restrictions on its imports, would be 
in the course of time a reduction in A’s exports. 

To return again to A, consider now the effect of the decline in its ex- 
ports. It was said that its import restrictions would be stimulative provided 
its exports were not adversely affected. But for the reasons just given its 
exports can scarcely be maintained. The decline in its exports means a 
fall in production, employment, investment, and income in the export in- 
dustries, with depressive influences spreading as reduced consumer spend- 
ing affects other segments of the economy. 

This might wipe out the gains previously made by the restriction of 
imports. If its exports declined less than its imports, A would retain part 
of its increment of income and employment. On the other hand, if B s 
retaliation is drastic, the decline in A might more than offset its earlier gains. 

Both A and B might reach stable and balanced import-export relation- 
ships with each other but at a considerably reduced volume of trade. Sup- 
pose both countries succeeded in establishing industries to produce goods 
which each had imported from the other before A^'s restrictive policy had 
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been adopted. Production of these goods (protected by tariffs -or other con- 
trols) uses more resources than the production of goods each had previously 
exported. If these protected industries produced the same amount of goods 
that had been imported before, total employment in both A and B would be 
larger. In each country the (more productive) export industries have declined 
but the (less productive) protected industries have grown; production of the 
same amount of goods as before would therefore require a larger employed 
labor force. Both A and B could attain full employment if they were willing 
to push the mal-allocation of resources far enough without causing price 
increases to throttle demand. 

This discussion has limited itself to changes in national income induced 
by an increase in import restrictions. It has shown that one country could 
gain at least a temporary advantage by reducing imports, but only at the 
expense of income and employment elsewhere. During the prewar decade 
restrictive policies were frequently adopted by countries determined to 
improve their domestic economic activity at the expense of other countries. 
Countries in a position to retaliate often did so (as did B in the illustration). 
The trade barriers created in this nationalist process partly “insulated’' one 
economy from another, burdened foreign trade, and encouraged the less 
productive employment of resources. 

Consider now an entirely different approach to increased national income 
through foreign trade policy. Country C wishes to increase trade and 
reduces its import restrictions for this purpose. The immediate effect is 
depressive in C because imports now exceed exports; some of its industries 
suffer increased competition from foreign goods. However, foreign coun- 
tries now export more than before and national incomes abroad increase as 
a consequence. Foreign countries therefore increase their balances of C 
exchange; at the same time, the increase in incomes abroad stimulates a 
demand for C s goods in those countries. In the course of time C’s export 
industries expand output. Whether the net effect is stimulative in C, i.e., 
whether the expansion of its export industries exceeds the losses suffered 
by other industries from foreign competition, depends upon the amount 
of new investment required in the export industries. If this is greater than 
the disinvestment in the other industries, Cs national income will rise. It 
is probable that this would be the case in the short period. In time, how- 
ever, tlie stimulus to the export industries in C and abroad would weaken; 
their investment expansions would come to an end as they build up capac- 
ity appropriate to the higher level of foreign trade. All countries would 
enjoy a larger volume of exports, and by the same token, larger imports. 
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By reducing its import restrictions, C"s labor and capital are more elEciently 
allocated than before. 

Because these stimulative effects of freer trade are recognized, the reduc- 
tion of import restrictions has been advanced in several recent international 
councils, such as the 1947 Geneva Conference on Trade and Employ- 
ment. An increase in income may be expected from this course of action. 
But freer trade is no panacea for all economic ills. The principal conse- 
quence of a general lowering of import restrictions at this time would 
probably be an increase in productivity as resources are devoted more 
widely to their most advantageous pursuits. Hence the net gain may be 
more largely in increased standards of living rather than in employment. 

The stimulation of national output through foreign trade may come about 
in still another way, namely, by the extension of loans to foreigners. If the 
foreign economic policy of the United States encourages the extension of 
loans to foreigners by its nationals, or by the government, the immediate 
effect is stimulative. A loan provides foreigners with dollar exchange. If 
the borrower uses the funds to purchase American goods, export industries 
benefit and the effects are felt on many segments of the economy. Even if 
the foreign borrower uses the funds to pay debts to another foreigner, the 
second foreigner is then in possession of Anierican money and in a position 
to purchase American goods. The effect of a foreign loan or investment on 
national income is measured by the multiplier; an investment of this type, 
like domestic investments, has a leverage effect, as described in Chapter 6. 
Many economists place considerable emphasis on foreign investments as 
means of absorbing or offsetting a part of the substantial volume of savings 
set aside annually in this economy. Those especially who fear inadequate 
domestic investment opportunities are prone to lay heavy emphasis on 
foreign loans as a means of maintaining relatively full employment. Again, 
the principal effect of extensive loans in the long run may be increased 
productivity and living standards, and not increased employment. 

The repayment of foreign loans, however, has a depressive influence. As 
already shown, repayment of foreign loans (and the payment of interest 
and dividends) requires the importation of goods in large volume or other 
debit transactions in the foreign balance. Repayment of foreign loans 
is no different in its income effect from the repayment of any other 
type of loan. For example, a loan to build a house stimulates construction 
and allied trades; repayment of the loan per se creates no employment. It 
merely lessens the borrower’s spendable funds, transfers them to the lender 
who may or may not spend (or invest) the money. Foreign lending there- 
fore is stimulative only in the period during which the proceeds of the 
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loan are being spent by the borrowing nation. Indirectly, however, another 
stimulus may be felt. If the loan encourages an expansion of production 
and income in the borrowing nation, this increased income may induce 
greater purchases of American goods, thus encouraging production and 
income in this country. But eventually the repayment of loans must involve 
a reversal of favorable import-export relationships. Otherwise, the loans 
will become unintended gifts. Large-scale gifts or relief payments, such as 
those made by the United States in 1946 and 1947, are also stimulative 
while being spent and entail no subsequent depressive tendencies. 

In the three illustrations given previously, the purpose of foreign trade 
policy was stimulation of domestic employment, output, and income. But 
foreign trade policies may also be defensive, designed to prevent adverse 
influences from abroad on domestic employment. For example, if the United 
States is a principal export market for the products of country D, the eco- 
nomic well-being of the latter is largely dependent upon the state of eco- 
nomic conditions in the United States. When the United States is pros- 
perous, its imports from D are large, and D enjoys prosperity. Its exports 
to the United States provide it with ample dollar exchange to buy needed 
goods from this or other countries. However, when national income in the 
United States declines, imports from D fall off, D"s export industries be- 
come depressed, and therefore D’s general level of emplo3TOent, income, 
and output. As D's exports fall, its dollar deposits in New York decline; its 
means of purchasing needed imports are consequently reduced. Threatened 
with the exhaustion of its dollar balances, D might impose exchange con- 
trols and otherwise curb its imports.® Many countries followed this course 
of action during the 1930's as United States’ (and other countries’) imports 
dropped to low levels. Under these circumstances import restriction was 
designed largely to conserve foreign exchange balances (and gold reserves), 
and to cushion the effect of depression abroad on the domestic economy. 
By restricting imports, D causes some shift of consumer demand from 
imports to domestic goods, thus encouraging an expansion (or lessening the 
decline) in some segments of its economy. As with B above, it attempts to 
gain at least partial insulation from' adverse conditions abroad. 

Suppose now that D embarks upon a governmentally planned program 
of industrial growth and diversification to assure itself a high degree of 
economic self-sufiBciency, full employment, and protection from foreign 
depression influences. Under such circumstances, it might be unwilling to 
relax its exchange controls and other import barriers because the rise in 

5 The decline in its income would : produce this effect in any case hut possibly not 
soon enough to prevent loss: of its dollar balances. , ; ■ 
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income would’ encourage its consumers to buy increased amounts of foreign 
goods. Without control, or with inadequate control over imports, its do- 
mestic prosperity might cause an unfavorable balance of payments and loss 
of foreign exchange.® Since an excess of imports over exports per se is 
depressive, at least in the short run, Ds foreign trade position would tend 
to offset its domestic economic plan and at the same time deplete the foreign 
balances needed to purchase foreign goods essential to its high level of 
production. Its foreign trade controls might therefore be regarded as a 
means of defending its internal economy. Many countries, including Great 
Britain, show reluctance to abandon exchange control for reasons similar 
to those that prompted D to inaugurate and retain a restrictive policy on 
importation. 

The United States, with qualified support from many other nations, has 
attempted in its postwar planning to bring about a reduction in world trade 
barriers, especially exchange controls. In the agreement establishing the 
International Monetary Fund, removal of many types of exchange control 
is mandatory. The Fund as a source of short-term loans (or exchange) 
removes some of the conditions that encouraged the adoption of controls. 
The International Bank and the proposed International Trade Organization 
point in the direction of freer trade. Obstacles in the path of freer trade, 
however, are formidable^ Protected industries in this country and elsewhere 
can be expected to resist a lowering of tariffs. National economic planning 
in many nations obstructs freedom of trade and international finance, and the 
socialist organization of some countries actually negates it. Considerations of 
military security impel most nations to protect industries essential to survival 
in case of war. Economic and financial difficulties such as those experienced 
by Great Britain in 1946-47 create so great a shortage of foreign exchange 
that removal of exchange controls is dangerous. In spite of these obstades 
some reductions in import restrictions are likely to he effected in the course 
of time. If the major nations of the world enter a period of sustained high 
levels of national income, output, and employment, the economic conditions 
which promoted restrictive policies in the prewar decade will be at least 
partly removed. Furthermore, the international financial organizations (Fund 
and Bank) might become partial substitutions for restrictive policies. 

Of major importance, however, is the position taken by the United States, 
for it is at present the world's largest trader. Trends in this country indicate 
a long-tenn lessening of import restrictions. In the first place, tliis nation is 

® Sweden’s experience in 1946-47 is a case in point. Unparalleled prosperit^^' led to 
large imports and a sharp drop in its foreign balances. This was followed by stringent 
import controls. 
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Increasing its dependence on foreign supplies of raw materfals. Depletion 
of some essential mineral resources will lead to increasing imports from 
abroad, especially if national output is maintained at high levels. Larger 
food imports may be necessary as time goes on. The industries using foreign 
raw materials generally favor free trade in these products. As these imports 
grow in importance the traditional industrial support of tariff protection is 
likely to abate. In the second place, industrial growth requires an extension 
of foreign markets for American manufactured goods and therefore increased 
imports. 



PART VH! 

PERSONAL DISTRIBUTION AND USES 
OF INCOME 


CHAPTER 37 

The Personal Distribution of Income 


In earlier chapters the economic factors governing wages, interest, rent, 
and profits were analyzed/ It was shown that incomes are subject to supply 
and demand influences in much the same way as are other prices; indeed, 
this fact was described as the "^pricing of the productive services.” This is a 
theory of the functional distribution of income—the remuneration of the 
factors or resources on the basis of the economic importance of their 
productive function. Functional distribution is concerned with the market 
influences governing the distributive shares received by wage earners, the 
owners of land, the owners of capital, and entrepreneurs without regard to 
the amounts received by persons and groups. 

Unlike the functional approach, the analysis of the personal distribution 
of incomes is concerned with the amounts of income persons and social 
groups receive, the inequalities of income among persons, and the causes, 
conditions, and consequences of existing patterns of distribution. In this 
analysis the distributive or functional shares— rent, wages, interest, and 
profits— and the influences governing them are of subordinate interest. In 
the next three chapters the personal distribution of income will be 
examined from two aspects: (1) the political and social developments which 
tend to modify income distribution, and (2) the economic issues involved in 
distribution and the developments modifying it. 

^ See Chaps. 17-21. 
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The distribution of income is basically governed by supply-and-demand 
influences— or factor productivity as measured by the market. But at the 
same time it is subject to ‘conscious social control.” Much of this control is 
legislative, as revealed in the income-tax laws, veterans’ measures, minimum 
wages, and social security legislation. Income distribution is afiFected some- 
what indirectly by still other legislation, such as labor laws which strengthen 
(or weaken) labor unions in their bargaining with employers, and agricultural 
laws designed to control farm production and the prices of agricultural 
commodities. Thus, legislation provides income directly to certain groups: 
veterans, the aged, the unemployed; it reduces the incomes of other groups: 
those subject to the income tax; and it assures increased incomes to still 
other groups by controlling the supply-and-demand conditions in their 
favor: union workers and farmers. 

Income distribution is therefore the result of the interaction of economic 
(market) and social controls. Incomes are also a volume of purchasing power 
in the hands of the public. After taxes are taken by government, the remain- 
der (disposable income) is apportioned between spending for consumption 
purposes and savings. As shown before ^ the spending-saving proportions 
for the economy as a whole vary from one period to another with changes 
in the level of national output and income. But these ratios are governed 
also by the pattern of personal income distribution. That is, the proportions 
spent and saved by income receivers depend largely on the amount of 
income they receive; people with low incomes save nothing (as a group) 
while those in the high income brackets save a relatively large percentage 
of their incomes (as a group). Thus the pattern of personal income dis- 
tribution in an economy is accompanied by markedly diflFerent spending- 
saving ratios by income groups; the pattern of income distribution therefore 
is a factor determining the level of national output and employment. 

So it is that proposals and measures which would affect the pattern of 
income distribution inevitably bear upon the- level of output and employ- 
ment. Indeed such measures as old age and unemployment benefits are 
often urged and justified on the claim that they will bring about increased 
levels of output by changing the spending-saving ratios.^ 

2 See pp. 123-25 for the discussion of this point. 

® See the discussion in Chap. 7 summarizing the mature economy thesis which urges 
high taxes on large incomes, increased wages, and social security payments as means of 
effecting some, redistribution of income to bring about a higher propensity to consume. 
Some who do not subscribe to the mature economy view also regard an extensive social 
security program, minimum-vs^age legislation, and similar means of affecting a wide dis- 
tribution of purchasing power as necessary on economic grounds. 
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Not only is aggregate consumer demand, or expenditure, governed in 
large part by income distribution, but the make-up of this demand is also 
influenced by distribution. A family with $1,000 a year spends nearly all of 
it on food, rent, and clothing, while a family with $100,000 a year spends 
a relatively small percentage on these items (although more in total, of 
course), and a relatively large percentage on education, travel, amusements, 
and the so-called luxury goods and services. A distribution and expenditure 
of income showing such differences brings about an allocation of resources 
corresponding to these widely differing types of expenditure; a distribution 
much less unequal would bring about a different allocation of resourees. 
Any measure, economic or social, which effects some redistribution of 
income therefore will change the composition of consumer demand and the 
allocation of resources which meets that demand. 

The personal distribution of income and the social legislation that 
attempts some modification of it are an integral part of the great theoretical 
problems of economics: the level of national output, the allocation of 
economic resources, and the prospects of economic progress. Most of the 
income distributed-national income payments— is created by the process of 
producing national output. The disposition of this income between saving 
and spending varies with the size of die national output and with the 
pattern of income distribution; and in its turn, the saving-spending relation- 
ship affects the level of output and the prospects of long-term economic 
expansion. 

Although these large economic issues make income distribution a vitally 
important subject for the student of economics, they are not the questions 
that absorb the attention of the ordinary man. His interest is usually limited 
to how much income he is getting, what he might get or thinks he should 
get, and what his friends and acquaintances receive. These are intensely 
practical interests. A person’s income governs his standard of living— the 
necessities, comforts, and conveniences of life which he can buy for himself 
and his family. It determines, too, the extent to which he can save and 
assure a measure of comfort and security in later years. The scale on which 
he can spend and save, moreover, tends to establish his position in the 
community, for the appraisal of a person by others is sometimes largely 
influenced by the size of his income. Pride may be a property of the poor, 
but prominence seldom is. 

It may be that in "getting and spending, we lay waste our powers/’ but 
for most people no socially acceptable alternative is open; necessity compels 
. the bulk of the adult population to devote most of its waking hours to these 
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pursuits. This necessity stems from the basic fact of scarcity— oi goods, 
services, and resources— without which there would be no distribution 
'problem,’' and in fact no economics at all. Since goods and services are 
scarce, people need income to buy them, and the quantity purchased is 
their real income. It is this that determines their material well-being and, 
to a large extent, their standing in the community. 

These considerations often dominate social actions in an economy. Some 
men join unions to get higher wages, others seek tariff protection and 
monopoly advantages for larger profits, others urge governmental subsidies 
and higher prices for increased farm income, still others seek old-age 
benefits, unemployment insurance, and public works to prevent loss of 
income. In the ceaseless struggle for income, strikes are called and strikes 
are broken, political pressure is exerted and countered, advertising programs 
are built up and torn down; violence, negotiation, lobbying, and publicity 
are employed— all in order to change the existing distribution of income 
payments and the goods and services comprising real income. While the 
individual may not be interested in the larger economic issues involved in 
distribution, his actions to change it in his favor are the substance of the 
social and political forces which help decide them. 

THE CLAIMS TO INCOME 

The claims of individuals to most of the total income payments arise from 
their current participation in the process of production. Participation is 
(1) the rendering of personal services (i.e., time and effort) for the produc- 
tion of national output, such as the services of laborers, salaried persons, 
farmers, doctors, lawyers, teachers, individual business enterprisers, sales- 
men, and others; and (2) making assets or property available to others for 
pmposes of receiving an income, such as money lent at interest, and land, 
buildings, or equipment rented. Income may therefore be derived from 
personal services and the services of land and capital. Earlier these 
sources were described as services of the productive factors, with the pay- 
ments for, or income paid to, these productive services governed basically 
by supply and demand."^ These incomes, comprising the bulk of total income 
received, include wages, salaries, fees, commissions, profits, interest, rent, 
and royalties. 

^ However, as stated above, the supply and demand factors may be influenced by 
political and social forces, as when union organizations supported by government are 
able to increase wages through this support; or when farm income is increased by govern- 
mentally sponsored reduction in fariii output to increase agricultural prices. 
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Other incomes, small in relation to the total, are paid to nonparticipants, 
those who receive incomes but do not currentty produce. For example, 
veterans" benefits and payments constitute income arising from a social right 
or claim as defined by law. Payments made from public funds to the aged, 
to dependent children, and to the disabled and the unemployed, are similarly 
incomes based on social rights as defined by law. These various payments 
made by government to nonparticipants are not all on the same footing, 
for some (old-age and unemployment benefits) are financed in part by 
previous taxes or contributions paid in earlier years by the persons receiving 
these benefits, while other payments (relief and aid to dependent children) 
presuppose no previous contributions by the recipients. Apart from private 
charity, which is a small amount of the total, incomes paid to nonparticipants 
have in common these characteristics: government establishes the claim to 
income by law and determines the amount, the period of time it is received, 
and the conditions on which it is paid, i.e., eligibility. 

Governmental programs which establish claims to income represent a 
direct intervention by government in the personal distribution of income. 
For the most part these incomes are paid to persons, such as the aged and 
unemployed, who no longer receive an income from other sources, or who 
are considered to receive an inadequate income. The government thereby 
establishes a minimum or a "'floor” to individual income, and in doing so 
mitigates the hardship resulting from loss of income.® In doing this, govern- 
ment ’achieves a measure of redistribution of income. In terms of real income 
this means that nonparticipants consume more goods and services than 
would otherwise be possible; and participants have less to consume by this 
amount. In terms of money income it means in the long run a transfer- 
effected primarily by taxation— from those who earn income in current pro- 
duction to those who do not. These effects do not necessarily mean a loss 
in either real or money income to the participants; a measure of redistribu- 
tion may under some circumstances increase total consumption and real 
levels of employment and income in the economy. That is, spending-saving 
relationships may be changed in favor of increased consumption through 
the payment of such incomes; this would tend to stimulate total production 
if, otherwise, investment opportunities were inadequate. On the other hand, 
the reduction of savings when long-term investment prospects are favorable 
acts to reduce productive capacity and consumption in the future. 

5 These payments are part and parcel of the general trend toward security through 
governmental means; later chapters introduce this matter in considerable detail and 
show that the '‘quest for security’" pervades virtually all segments of the economy and 
is manifested in both public policy and, in .the practices of private organized groups. 

# 
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Redisfribufion and National Output 

What are the limits to redistribution of income, and how does redistribu- 
tion influence the national output when income from participants is trans- 
ferred to nonparticipants? It is clear that those participating in current 
production receive incomes based on productivity and the scarcity of their 
services. The low wage of a common laborer and the high salary of an 
electrical engineer roughly measure tlie differences in their respective pro- 
ductivities. Some persons and groups enjoy high incomes because their 
numbers are small in relation to the demand for their services, but the supply 
of services is not fixed; constant striving for high incomes by newcomers to 
an occupation acts as a limiting factor on incomes.® 

But the incomes of the nonparticipants are not governed directly by 
economic factors. Political influences and the humanitarian sentiments of 
the public, rather than productivity, determine these incomes. The size of 
the individual income, the number of persons eligible by law to claim such 
income, and therefore the total amount of income distributed to nom 
participants (and transferred from others) are immediately determined by 
the relative political importance of the recipients and the political philoso- 
phy of a government administration, as well as the social consciousness of 
the public. There is no direct economic influence limiting the size of the 
individual amounts and the total amount paid as nonparticipating income. 
The individual incomes may be $25 a month, or $125 a month, or $50 every 
Friday— or any amount the legislature decides; and this amount may be 
expected in general to relate to the political importance of the group or 
groups involved. 

The matter of what determines incomes is important to the questions 
posed here. Participating incomes— wages, salaries, interest, dividends, and 
profits— are incentives as well as measures of productivity. Nonparticipating 
incomes conceivably can be deterrents to as well as derivations from pro- 
ductivity (of participants). The two claims on income are basically con- 
flicting, no matter how justifiable socially the nonparticipating claims may 
be. As long as the total volume of nonparticipating income is of no conse- 
quence, the issue is unimportant But as government provides greater 
amounts of such income, the economic consequences of redistribution 
force themselves to the fore. Redistribution under some circumstances 

®The fact that many monopoBsliC' practices are invoked to protect an occupation— 
l^articularly one that pays relfetivdy well— testifies to the force of this competition; and 
in. the long run it is ^obable that the inonopolistic practices are nc more than partially 
successful. ' '' , .. ^ 
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may be stimulative to the economy, but if the volume of nonpartici- 
pating incomes is large the transfer impairs incentives to work and to 
invest and depresses national output, income, and employment. And since 
nonparticipating incomes are immediately governed by political develop- 
ments and social sentiments, there is no assurance that these adverse conse- 
quences will always be avoided. Indeed, this generalization may apply to 
all income which is either directly or indirectly influenced by political 
developments. 

What, then, are the desirable criteria for distribution of income? Since this 
society places emphasis on increased (though not equal) material welfare for 
all persons, an ideal distribution of income would have to (1) maximize output 
(real income),^ and (2) distribute this output (and therefore income) widely 
to avoid depressed standards for any segments of the population. This 
objective requires long-term economic expansion, but what assurance is 
there that the personal distribution of income will meet these criteria? 

The economic factors which distribute income roughly in accordance with 
the productivity or importance of each agent of production do not by them- 
selves— at least not in any short period of time— assure the attainment of , 
this objective. The causes of this are: 

1. The incomes distributed may not lead to a spending-saving relation- 
ship which is appropriate to maximum levels of output. Under some 
circumstances savings may be excessive, under others, deficient: an 
appropriate relationship is largely a matter of chance. 

2. Because of age, disability, or inability to find employment, large groups 
of persons get incomes inadequate to sustain standards of well-being 
regarded by public sentiment as essential, when distribution is gov- 
erned by economic influences alone. 

Because the second of these causes has been forcibly impressed on the 
political consciousness of the nation, social security and related programs 
have been instituted to alter the distribution of income. Is it certain, how- 
ever, that the distribution of income, as modified by nonparticipating claims 
to income, will assure the social objective of long-term growth in material 
well-being? As noted, this objective combines maximum output (or income) 
aiid a wide distribution of this output (or income). The nonparticipating 
incomes achieve a wider distribution of output and income tlran would be 
found without them.® But this fact does not, in itself, assure the attainment of 

^ Given the resources at hand and preferences for commodities, services, , and leisure. 

^ This is also one of the purposes behind minimum-wage legislation, fami legislation, 
and labor legislation. 
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maximum output (or income) in the long run. The economy requires an abun- 
dance of investment opportunities and adequate incentives to invest in order 
to attain maximum output over the long period. Since the satisfaction of con- 
sumer demand is the chief (indirect) objective of investment, the economy 
must maintain a nice balance between the income used for consumption and 
the funds set aside for investment. The political and social influences behind 
the redistribution of income may at times be too weak to bring about an 
increase in consumption necessary to attain this balance; i.e., they may not 
be able to redistribute income suflSciently to bring about the spending- 
savings relationship currently required for maximum levels of national 
output, income, and employment. 

At other times, these political and social influences may be too strong; 
redistribution is carried to the point where it impairs incentives, particularly 
incentives to invest. This impairment is possible if (1) the amount of public 
money needed for the payment of nonparticipating incomes is large, thus 
requiring large volumes of tax receipts, and (2) as a result of the "ability- 
to-pay” principle high incomes are taxed heavily. This latter point is 
important because the high-income group derives a large part of its income 
from investment, accumulates a large portion of the individual savings in 
the economy, and is an important investor group. High income taxes, as 
seen earlier, reduce prospective returns on investment and therefore affect 
expectations adversely. Even if incentives are not impaired, too little may 
be left of these high incomes for savings, i.e., too little in relation to the 
needs of investors for savings. 

In short, the political and social forces by themselves do not assure a 
redistribution (if this in fact is needed) appropriate to maximum levels of 
national output, income, and employment. Redistribution may fall short of, 
or exceed, the requirements of the economy at any given time. And, as 
stated above, the economic influences by themselyes may not assure a 
distribution of income appropriate to maximum levels of output, income, 
and employment. This is so because the political and social influences on 
the one hand, and the economic influences on the other, tend to emphasize 
different aspects of the social objective. The economic influence, by ap- 
portioning income in terms of productivity, emphasizes the unhampered 
growth of output and income. The political and social influences effect a 
redistribution in terms of individual and group needs, thus emphasizing 
the wide distribution of income and output. 

The contrasts cannot be drawn sharply but they do bring out an under- 
lying conflict in methods to attain in an economy the social objective: 
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maximum oufput and wide distribution of output,® In the early growth of 
industrial capitalism the prevailing economic philosophy of mercantilism 
favored a rapid growth of production or national output. Consumption was 
held down by the payment of very low wages to the 'lower orders ” while 
those who enjoyed high incomes were exhorted to save and invest. In this 
period a wide distribution of income would have retarded economic expan- 
sion. Similarly in Russia— and to a lesser extent in prewar Germany- 
governmental policy of industrial expansion keeps consumer income and 
consumption at very low levels; the consumer goods industries are retarded 
while capital goods industries are built up. The destruction of property 
wrought by war imposes presently the same choice— the rate of reconstruc- 
tion depends upon the extent to which current standards of well-being 
(i.e .5 the propensity to consume) are held down in the countries affected.^® 

On the other hand, a well-developed industrial economy such as the 
United States is not faced with so sharply defined a contrast between 
current well-being and long-term economic expansion. Productive capacity 
here is such that high (in relation to other nations) and increasing standards 
of well-being are consistent with economic expansion. Indeed, since private 
investment in this economy is made in anticipation of increased consumer 
demand, rising standards of well-being are essential for the expansion of 
investment and output in the long run. Income distribution plays an im- 
portant part in this expansion; it must be so constituted as to encourage an 
adequate volume of current consumption and allow sufficient savings to be 
set aside to finance investment and production for future increases in 
consumption. 

THE DISTRIBUTION OF INCOME 

Following this brief discussion of the large economic issues underlying 
distribution the discussion now turns to a review of some of the statistical 
information on the subject. Figures are available showing the total amount 
of income paid out during the last several decades, but figures on the 
distribution of the annual totals among the millions of income receivers 
exist for only a few years. The years reviewed in the following pages are 
1929 (peacetime prosperity), 1935-36 (depression), and 1943 (wartime pros- 
perity). For these years information is available on the following: 

Q Again, maximum output is interpreted in terms of preferences for commodities, 
services, and leisme. 

If a country borrows from abroad and imports capital facilities its expansion may 
be furthered by , such imports, and it may be able to devote more of its resources to 
the production of consumer goods. 
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1. Distribution of income, as revealed hy two measures: 

a. The number of families and single persons found in each income 
group or class; for convenience, income classes are arranged on 
the following basis: 0 -$l 5000 , $1,000'$2,000, $2,000-$3,000, etc., 
with the highest group for present purposes receiving $10,000 a 
year and over. This is distribution of income receivers by income 
classes, 

b. The percentage of total income received by these income classes, 
or by certain percentages of the income receivers. In 1943, for 
example, all income receivers are divided into tenths, ranging 
from the highest 10 per cent to the lowest 10 per cent, and the 
percentage of total income going to each tenth is shown. This is 
the proportionate distribution of income. It provides a measure 
of the extent of income inequality in the economy. 

2. Income use— how incomes are saved, spent, and paid out in taxes. The 
income studies reveal vastly different saving-spending ratios for the 
various income classes; and this information brings out the relationship 
between the personal distribution of income and the saving-spending 
ratios applicable to national income. Both class and national ratios are 
related to the level of national output, income, and employment. (This 
is discussed in Chapter 38.) 

3. Major types of consumer expenditure— for food, clothing, shelter, etc.— 
are shown by income classes. Among these classes there is considerable 
difference in the character or composition of consumer expenditures. 
This part of the income studies is closely related to the allocation of 
economic resources. (This is discussed in Chapter 38.) 



Distribution of Income in 1 929 

Table 77 shows the distribution of the 1929 national income of almost 
93 billion dollars among the 36 million income receivers of that year. These 
comprised over 27 million families of two or more persons, together with 
nearly 9 million single persons. The average income of this combined group 
was $2,550; the average family income was $2,800, the average individual 
income was $1,760. Half of the nation's families in 1929 received less than 
$1,700. 

The distribution of income receivers by income classes is presented in 
Income estimates, as well a's estimates of income disposition in 1929, are not com- 

4.^ A a Ji.-iX 
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Table 77; column 1 shows the selected income classes; colmnn 2, the 
number of income receivers in each class; column 3, the percentage dis- 
tribution of income receivers. The predominance of the two lowest income 
groups and the sharp reduction in numbers as income increases are note- 
worthy. Sixty-five per cent received incomes of $2,000 and less; only 2.1 per 
cent received $10,000 and more. In terms of aggregate income, the 2.1 
per cent received as much as the 65 per cent. 


Table 77 estimated income distribution in 1929 


Income receivers Income 

6. Average 


1. Income class 
in dollars 

2. Thousands 
of persons 

3. Per cent 

4. Millions 
of dollars 

5. Per cent 

income in 
dollars 

O 

o 

o 

o 

10,020 

27.5 

5,109 

5.5 

510 

1,000-2,000 

13775 

37.8 

20,092 

21.6 

1,460 

2,000-3,000 

6,059 

16.6 

14,637 

15.7 

2,430 

3,000-4,000 

2,695 

7.3 

9,261 

10.0 

3,420 

4,000-5,000 

1,350 

3.7 

6,005 

6.5 

4,440 

5,000-10,000 

1,816 

5.0 

12,123 

13.0 

6,780 

Over 1 0,000 

747 

2.1 

25,723 

27.7 

34,500 

All classes 

36,462 

100.0 

92,950 

100.0 

2,550 


Source: M. leven, H. G. Moulton, and C. Warburton, America's Capacity to Consume, Brookings 
Institution, Washington, D. C., 1934, pp. 227-30. 


The fact that 10 million families and single persons received an average 
of $510 during the prosperous year of 1929, and that 13.7 million averaged 
under $1,500, does not accord with many of the popular notions of prevailing 
incomes under conditions of relatively full employment. Nor does it accord 
with many of the estimates of ‘adequate” income current at the time. The 
question of income adequacy always arises in a discussion of the personal 
distribution of income. 

A number of estimates have been made of “minimum health and decency 
incomes” and “minimum standards of well-being” and other variations of 
the adequacy concept. The Brookings Institution estimated $2,500 as the 
minimum to provide a family with “moderate well-being” in 1929. Its 
estimates show 19.5 million families, or nearly three quarters of all families, 
with incomes of $2,500 and less. However, one cannot conclude from this 
estimate alone that all or most of these 19.5 million families were below the 
level of moderate \yell-being. A diversity of conditions in this country makes 
such generalizations somewhat dubious. 

This is a privately endowed research organization in Washington, D. C,, well-known 
for its studies of economic problems. / 
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For example, a family income of $2,500 has not the same purchasing 
power in alF parts of the country. In rural areas living costs are generally 
lower than in cities, and lower in the milder climate of the South— both in 
the cities and the country—than in the North. Moreover and very obviously, 
a family of two can live much better than a family of six on $2,500 a year. 
Location, climatic factors, regional differences in modes of living, and 
differences in family size are some variables which must be applied to 
incomes to determine adequacy. 

These qualifications are borne out in part by the estimates under discus- 
sion. Farm family income averaged $1,240 in 1929, town and urban families, 
$3,226.^^ Ninety per cent of farm families earned $2,500 or less, compared 
with 71 per cent for the nonfarm families. And relatively more of both 
groups earning less than $2,500 were in the South than in the North. Thus 
it is reasonable to suppose that families earning less than $2,500 were con- 
centrated in the lower-cost-of-living areas, those earning more than $2,500 
in the higher-cost-of-living areas— with the concentration in both cases 
measured as a percentage of families. 

The proportionate distribution of income in 1929 is shown in column 5 
of Table 77. Twenty-seven per cent of total income went to the 2.1 per cent 
in the $10,000 and over group; and 27 per cent of income went to 65 per cent 
of income receivers in the $2,000 and under groups. The top 10 per cent of 
the income scale received almost as much of the total income as the remain- 
ing 90 per cent. More striking still in portraying the extent of incomie 
inequality in 1929, is the fact that the 36,000 families receiving $75,000 or 
over, who comprised only 0.01 per cent of those getting incomes, received 
as much as the 42 per cent on the lower end of the income scale. Stated 
differently, these 36,000 families received as much as the 15 million families 
on the lower end of the scale.^^ 

The distribution of income receivers and the concentration of income 
revealed in Table 77 applied at a time when national income was near its 
maximum under peacetime conditions and with the economic resources at 
hand.^® This, it will be recalled, is one meaning of the term relatively full 
employment 

IS The farm income estimates included an allowance for rent of tlie farm home and 
for farm produce consumed, as well as earnings of farmers from nonagricultura! work. 

For a fuller account of income distribution in 1929 see M. Leven, H. G. Moulton, 
and G. Warburton, America's Capacity to Consume, Brookings Institution, Washington, 
D. C., 1934, Chap. 5, ' 

15 “Maximum” income in this sense means “real” income. 
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Income Distribution in 1 935-36 

Table 78 shows the distribution of income in a period of depression for 
the same income classes given in Table 77. National income in this year was 
59 billion dollars, well below the 93 billions of 1929; and the average income 
was $1,500, in contrast to $2,550 for 1929. Part of this decline was occasioned 
by the lower level of prices in the depression period. 


Table 78 estimated income distribution in 1935-36 

Income receivers fncotne 

6. Average 


I. Income class 
in dollars 

2, Thousands 
of persons 

3. Per cent 

4. Millions 
of dollars 

5. Per cent 

income in 
dollars 

O-bOOO 

, 18,359 

46.5 

10,806 

18.2 

590 

1,000-2,000 

13,920 

35.8 

19,573 

33.0 

1,400 

2,000-3,000 

4,434 

11.2 

10,576 

17.9 

2,390 

3,000-4,000 

1,354 

3.5 

4,599 

7J 

3,400 

4,000-5,000 

464 

1.1 

2,044 

3.5 

4,430 

5,000-10,000 

596 

1.5 

4,092 

6.9 

6,860 

Over 10,000 

328 

0.8 

7,566 

12.8 

23,000 

AIS classes 

39,458 

100.0 

59,258 

100.0 

1,500 


Source: Consumer Incomes in the United States, National Resources Committee, Washington, D. C., 
1938. 


The general effects of depression on all income groups are clearly 
revealed in these figures. When the distribution of income receivers by 
income classes in this year is compared with that in Table 77, it is evident 
that a substantial downward shift occurred over the period. Over 18 million 
income i'eceivers~8 million more than 1929— representing 46 per cent of the 
total, were crowded into the lowest income class. All groups above $3,000 
had shrunk considerably, with the largest percentage reductions occurring 
progressively higher on the income scale. 

The shift downward in incomes is one of the manifestations of depression. 
Unemployment and underemployment are widespread, forcing large nimi- 
bers of workers into the lowest income class. After 1930 tliose who held their 
jobs often worked at lower wages; many wage and salary workers had to 
take other lower paid employment; farm incomes dropped with farm prices; 
the profits of enterjprise were reduced and in many cases wiped out; divi- 

Like the 1929 estimate, the 1935-36 estimate differs from the aggregate shown in 
Chaps. 4-6. The difference does not affect tire usefulness of the estimates for present 
purposes. Also some slight differences between the methods of estimating 1929 and 
1935-36 incomes and uses should be noted here. 
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dends and rent payments declined—few incomes went through, this period 

unscathed. 

The 1935-36 income study reveals a relatively heavy concentration of 
certain population groups in the lowest income class. (1) More than 90 per 
cent of the Negroes in Southern rural areas and towns and over 80 per cent 
in all other sections of the nation received $1,000 or less. (2) Sixty per cent 
of the single persons received $1,000 or less. (3) Over half of the farm 
families were in tliis income class.^^ These three groups accounted for 
probably two thirds of the total population in the lowest income bracket. 
This illustrates the fact that in depression as well as in prosperity the 
incidence of low income is uneven— and persistent— -in terms of regional, 
occupational, and socioracial groups in the economy. 

Next arises the question: What changes, if any, occurred in the propor- 
tionate distribution of income during the prewar depression? Was income 
distribution more, or less, unequal in this period? In general, there was a 
reduction in the degree of inequality as shown in Table 79. 


Table 79 comparison of income, selected groups 

Per cent of fofal income received 


Income receivers 

7929 

7935-^36 

Upper 5 per cent 

36 

27 

Upper 10 per cent 

47 

36 

Upper 15 per cent 

51 

49 




The upper 5 per cent of the income receivers in 1935-36 received $3,400 
or more; in 1929, $6,000 or more. This again illustrates the change in the 
distribution of income receivers during the depression years. The lessening 
of inequality during the depression period brought scant comfort to those 
who decry the extent of income inequality in this country, for it meant 
merely that while the poor became poorer, they suflEered a relatively smaller 
decline in income than did those on the higher reaches of the income scale. 
Although less than in 1929, income inequality remained pronounced 
throughout the depression period. The highest 5 per cent of the income 
receivers received 27 per cent of total income— almost as much as the lowest 
60 per cent of all families and persons. Ten per cent of the 1935-36 income 
went to a group comprising only 0.5 per cent of the income earners, a total 
of only 197,000 families; whereas an equal amount of income supported 
3.8 milhon families and individuals (about 9 per cent of the total) on the 
lower end of the scale. 

The low-income Ne^rO fanp families partly account for this fact. 
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Table 80, sliowing the proportionate distribution of income, brings out the 
fact of inequality in somewhat more precise terms than in Table 79. The 
39,450,000 income receivers are divided into tenths, ranging from the highest 
tenth to the lowest tenth. Column 4 shows the amount of income going to 
each group of 3,945,000 families and single persons; in column 5 these 
amounts are shown as percentages of total income. The 3,945,000 receiving 
the highest incomes obtained over 21 billion dollars, or 36 per cent of total 
income for the year; this was nearly as much as received by the seven groups 
(70 per cent) at the bottom of the scale which were comprised of nearly 
27 million families and single persons. 

Table 80 proportionate distribution by tenths: 

ALL INCOME RECEIVERS 1935-36 

Income receivers Aggregate income 

2, Number of 


L Ptoporiion of families and 4. Amount 5. Per cent 


families and 

single persons 

3. Income range 

in millions 

in each 

6. Cumulaflve 

single persons 

in thousands 

in dollars 

,of dollars- 

group 

per cent 

Highest tenth 

3,945 

2,600 and over 

21,452 

36.2 

100.0 

9th 

3,945 

1,925-2,600 

8,593 

14.5 

63.8 

8th 

3,945 

1,540-1,925 

6,815 

11.5 

49.3 

7th 

3,945 

1,275-1,540 

5,51 1 

9.3 

37.8 

6th 

3,945 

1,070-1,275 

4,444 

7.5 

28.5 

5th 

3,945 

880-1,070 

3,91 1 

6.6 

21.0 

4th 

3,945 

720- 880 

3,259 

5.5 

14.4 

3rd 

3,945 

545- 720 

2,548 

4.3 

8.9 

2nd 

3,945 

340- 545 

1,719 

2.9 

4.6 

Lowest 

3,945 

Under 340 

1,007 

1.7 

' IJ ' 

Tofal 

39,450 


59,259 

100.0 



Source: Consumer Incomes in the United States, op. cit. 


Under conditions of relatively full employment and high levels of income 
an appreciable change in the amount of income received by one segment— 
those below $1,000 a year, or above $10,000, or any other group-would 
tend to be at the expense of other groups. This would have been the case 
in 1929, for total income was near maximum levels. However, when an 
economy is operating considerably below full-employment levels, as in 
1935-36, an increase in the income of any one group need not involve a 
reduction of incomes elsewhere in the economy. In fact, an increase in the 
average income of one group usually signifies an increase in all other 
groups. Under such circumstances the economic welfare of an economy 
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depends less, if at all, on redistribution than on an increase in total income. 

In the years following 1935-36, particularly during the war years, national 
output and income reached higher levels. The income distribution estimates 
for 1943 clearly show the effects of wartime prosperity, both on the distri- 
bution of income receivers by income groups and on the proportionate 
shares of income. 

Income Distribution in 1943 

Total national income in 1943 was approximately 117 billion dollars, 
almost double the 1935-36 figure. The average income per recipient was 
correspondingly higher: $2,910 compared with $1,500. Income data are 
shown in Table 81 on the same basis as in Tables 77 and 78.^® The far- 
reaching influence of the war prosperity on individual incomes or the dis- 
tribution of income receivers is brought out clearly by a comparison of 
column 3 of Table 81 with the same column in Table 78. Thus in 1943, 
20 per cent of income recipients received under $1,000, compared with 47 
per cent in 1935-36; for the $1,000-$2,000 group the percentages were 27 
and 36, respectively. All the groups from $3,000 up increased manyfold; 
nearly four times as many people were in the $3,000-$4,000 group, seven 
times as many in the $4,000-$5,000 group, etc. An upward shift along the 
income scale occurred during the war years, induced by increased employ- 

Table 81 ESTIMATED INCOME DISTRIBUTION IN 1943 


Income receivers Income 

6. Average 


1 , Income class 
in dollars 

2. Thousands 
of persons 

3. Per cent 

4. Millions 
of dollars 

5. Per cent 

income in 
dollars 

0-1,000 

8,100 

20.0 

5,026 

4.3 

620 

1,000-2,000 

11,043 

27.4 

16,509 

14.1 

1,500 

2,000-3,000 

8,253 

20.5 

20,241 

17.2 

2,460 

3,000-4,000 

4,925 

12.2 

1 6,994 

/■'■I 4.5, 

3,450 

4,000-5,000 

3,265 

8.1 

14,446 

12.3 

4,430 

5,000-10,000 

3,800 

9.4 

24,703 

21.0 

6,500 

Over 1 0,000 

964 

2.4 

19,481 

16,6 

20,209 

All dosses 

40/235 

100.0 

117,400 

100.0 

2,910 


Source: Civilian Spending and Saving, Office of Price Administration, Washington, D. C., 1943. 

These yearly figures are not wholly comparable, but for present purposes complete 
comparability is not essential. It should also be stated that part of tlie increase in 1943 
over the earlier period is accounted for by price increases. Again the total for this year 
differs from more recent estimates shown in Chaps. 4-6. 
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ment, more continuous and longer work, higher wages and salaries, better 
farm prices, and enormously increased returns from trade and industry. 

In comparison with 1929, the total national income was about 20 per cent 
greater in 1943. In this year the economy was entering a period character- 
ized by an extended use of economic resources, and consequently income 
was high. 

Although the wartime expansion greatly changed the incomes of mqst of 
the population— as is evident in the diflFerent distribution of income receivers 
compared with the other years— only a small change occurred in the pro- 
portionate distribution of income. This is a striking fact. The doubling (over 
1935-36) of the flow of income to the 40 million income receivers might be 
expected to affect appreciably the proportions going to these people. But 
in Table 82, showing the distribution by tenths for 1943, the percentage of 
income going to each 10 per cent of the income receivers is very similar to 
that in Table 80 for 1935-36. The highest tenth in 1943 received 34 
per cent of total income, compared with 36 per cent in 1935-86; the lowest 
tenth received 1.4 and 1.7, respectively. Income inequality in the highly 
prosperous period of 1943 was therefore nearly as pronounced as in the 
depression period; the great increase in income was distributed in such a 
way that each group remained in about the same relative position as befores 
The highest ten per cent of the income receivers obtained over 40 billion 

Table 82 proportionate distribution by tenths: 

ALL INCOME RECEIVERS 1943 

Aggregate income 

5, Per cent 
4. Amount received 
in millions by each 6. Cumulative 
of dollars group per cent 

40,366 34.4 100.0 

18,425 15.7 65.6 

14,234 12.1 49.9 

11,382 9.7 37.8 

9,345 8.0 28.1 

7,690 6.5 20.1 ■ 

6,207 5.3 

4,756 4.1 8.3 

3,336 2.8 4.2 

1,659 1.4 1.4 

117,400 100.0 


Income receivers 


1. Proportion of 
families and 
single persons 

2. Number of 
families and 
single persons 
in thousands 

3. income range 
in dollars 

Highest tenth 

4,023 

5,335 and over 

9th 

4,023 

3,991-5,335 

8th 

4,023 

3,138-3,991 

7th 

4,023 

2,550-3,138 

6th 

4,023 

2,102-2,550 


4,023 

1,720-2,102 

4th 

4,023 

1,358-1,720 

3rd 

4,023 

993-1,358 

2nd 

4,023 

634- 993 

Lowest 

4,023 

Under 634 

Total 

40,235 



Source: Civilian Spending and Saving^ op. cif. 
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dollars in 1943, an amount equal to that received by 65 per cent on the lower 
end of the income scale, and the top 20 per cent received as much as the 
remaining 80 per cent— proportions which were about the same as those in 
1935-36. 


»V: 

llfis . 

'i f''. 





Some Conclusions on Income Distribution 

The three estimates summarized here cover widely different circum- 
stances: (1) the peacetirhe prosperity of 1929, when national income was at 
a high level and production was carried out under normal conditions; 

(2) the depression period of 1935-36, when national income was low and 
production and employment were well below normal prosperity levels; and 

(3) wartime prosperity, when income, production, and employment were 
abnormally high when judged by previous standards. 

It is readily evident from the statistical evidence that when total national 
income available for payment rises and falls by large amounts, changes in 
total income are distributed throughout the entire income range; they affect 
the high, medium, and low incomes in the same way, but not to the same 
degree. Thus when total income increases, all income groups share in the 
added income; they share likevdse in loss when income decreases.^^ This 
means tliat tlie well-being of income receivers in general is governed by 
the level of national output, income, and employment. The larger the volume 
of real income, or goods and services, the larger is the total of income 
for payment tliroughout the range of income receivers. 

Although the personal distribution of income, as seen in the distribution 
of income receivers among the various income classes, is subject to important 
changes, the extent of income ineqiMlity-~proportionate shares— does not 
change materially, as indicated by the evidence at hand. The richest 10 
per cent, for instance, takes about the same proportion in good years as in 
bad; the poorest 10 per cent also receive a consistently proportionate share. 
An estimate for 1910, for example, shows tire richest 2 per cent of the 
population received 20 per cent of ail income; the poorest 65 per cent 
received 39 per cent.^*^ In 1943, when total money income was about four 
times greater, these proportions were nearly identical. About half of all 
income normally goes to the 15 per cent of receivers on the top of the income 
scale, and the other half is shared by the remaining 85 per cent 

There are of course many income receivers whose incomes change little or not at 
all during the great swings iii total income, but the extent of the shift up and down the 
scale is evident in the tables given in this chapter. 

20 C, R. Daugherty, Labor Problems in American Industry, Houghton MifEin, Boston, 
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Inequality in income distribution is, it should be noted, no more pro- 
nounced in the United States than elsewhere. It may conceivably be less 
pronounced, although national comparisons are difficult to make. Income 
data for England and for some of the areas of continental Europe reveal a 
high degree of inequality persisting over many decades. Such income sta- 
tistics as are available for Soviet Russia show an inequality for that socialist 
country as great as found in capitalist countries; the top 10 per cent of 
income receivers— government officials, plant managers, and others in the 
upper income class— receive about 50 per cent of the total, leaving to the 
90 per cent (chiefly the farm group and wage earners) the remaining half. 

Since income inequality has persisted presumably without notable change 
for a long period of time, the improvement in the well-being of the popula- 
tion as a whole in this country and elsewhere has been occasioned mainly 
by the great expansion in national output and income. The total has in- 
creased, with the proportionate distribution of income changing but little. 


CHAPTER 38 

The Disposition and Use of Income 


The two major economic aspects of personal-income distribution are 
(1) the relationship of distribution to the saving-spending ratio for the 
economy as a whole, and (2) the relationship of distribution to the types of 
consumer expenditure. The first bears upon tire levels of resource use, the 
second upon the types of resource use. As has been shown, the level of 
national output, income, and employment depends upon aggregate demand 
—of consumers, investors, and government— and the composition of this 
aggregate demand is in large measure determined by the spending and 
savings habits of income receivers. Spending and saving ratios vary greatly 
by income groups; therefore personal-income distribution bears directly 
upon aggregate demand and the level of national output. Its influence on 
the types of output produ^ced and therefore resource allocation is also direct; 
resources are allocated so as to , satisfy existing and anticipated aggregate 
demand, the bulk of which is normally consumer demand. The character of 
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this demand— or the types of consumer expenditiire—varies by income 
groups; therefore personal-income distribution plays a part in determining 
the composition of national output and the types of resource use. Thus, the 
following analysis completes the theoretical outline presented in this book, 
for it describes how consumer demand for goods and services— the main- 
spring of all economic processes— is related to personal-income distribution 
and to the level and types of output. 

Income paid out is both the reward for participation in the productive 
process (except nonparticipating income) and the incentive to production. 
Output thus produced by private enterprise, principally in expectation of 
profitable sale in the months or years ahead, comprises the bulk of total 
output in this economic system; the balance of national output is comprised 
mainly of governmental services. If national income payments aggregate, 
say, 167 billion dollars in a year, these comprise the principal cost of pro- 
duction. It is obvious that all national income payments received by the 
public at large have to flow back to the sources of production if this part of 
total cost is to be covered. When this flowback of money income is less than 
total income payments, the value of national output will decline because 
some producers will be unable to cover costs.^ When the flowback is more 
than current income payments (because individuals redeem war bonds, 
draw on savings accounts, etc., or businessmen borrow from their banks or 
government borrows and spends) national output tends to rise, and income, 
employment, consumption, and savings are increased. 

Since the fliowback of income payments plays a large part in governing 
the level of output, it is essential to examine the disposition or use of income 
by those receiving it How is this income used? What influence has income 
distribution on its use or disposition? 

The answer to the first question has been given in some detail earlier. 
Most of total income payments are spent currently for consumption purposes, 
because the propensity to consume for most income receivers is high. 
Another part of income is paid in the form of direct (chiefly income) taxes; 
these funds usually are promptly spent by government in carrying out its 
many public responsibilities.^ The rest of the national income is saved by 
income receivers. For the most part savings are deposited in banks, or put 

^ Real output may be maintained, however, if producers are willing to continue opera- 
tions at lower prices and profits, or at moderate losses. If losses are heavy and widespread 
and threaten to continue, real output will fall. 

2 If taxes exceed government ouflays the Treasury surplus will be used chiefly to retire 
debt. Under some circumstances this may result in a reduction in the supply of money 
and in incomes. 
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into insurance, or used to pay debts or to buy securities. Investment absorbs 
savings and "puts them to work," thus creating additional income (and 
savings). The propensity to save, or the saving ratio, is the measure of how 
much will normally be saved out of total income, just as the spending ratio 
is the measure of how much will be spent for consumption. The return of 
savings into the channels of industry and trade by investment is determined 
by long-term profit expectations. Expectations, in turn, are influenced by 
current profit yields (i.e;, price-cost-quantity relationships), which are largely 
governed by current consumer expenditures (or business receipts) and 
production costs. This is not a horizontal process but a circular one, for not 
only is investment largely dependent upon current consumer expenditure, 
but also a part of the income making such expenditure possible results from 
the production of capital facilities or investment goods. This complex inter- 
relationship between spending, saving, and production has been described 
earlier,® so it can be emphasized here only that the saving-spending ratios— 
the amounts saved and spent at given levels of income— are to be considered 
in the light of their bearing on long-term profit expectations, therefore on 
investment, total output, income, and employment. 

Granting the importance of saving-spending ratios for the economy as a 
whole, the question arises: What influence does the distribution of income 
have on these ratios? It is clear that it has a very direct influence. Amounts 
of saving and spending are determined chiefly by the amount of income 
received. Low-income receivers as a group save nothing; their incomes are 
spent entirely for current consumption. Higher on the income scale savings 
appear; for greater incomes the percentage saved increases and accordingly 
the percentage spent for consumption decreases. Whether aggregate savings 
are large or small depends upon the percentage distribution of income 
receivers; i.e., a distribution marked by great inequality promotes large 
savings while a lessening of inequality may be expected to restrain savings 
and promote consumption. This point will be illustrated later. 

Income distribution, too, affects the composition or types of goods and 
services purchased by consumers. The rich and the poor spend not only 
substantially different amounts but also buy substantially different things. 
An increase or a lessening of inequality therefore changes the composition 
of consumer spending as well as tlie total amount spent. Since consumer 
demand or expenditure largely guides the allocation of economic resources, 
any marked change in the personal distribution of income alters the pattern , 
of allocation because it changes the composition of consumer demand. 
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SAVING AND SPENDING PATTERNS 
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Saving and Spending in 7929 

In this year 27.4 million families in the country received a total of 77 
billion dollars income.* Table 83 shows the disposition or use of this income. 

Table 83 disposition of family income, 1929 



Billions of dollars 

Per cent of total 

Consumer expenditures 

60.7 

78.3 

Individual savings 

15.1 

20.0 

Income taxes (and gifts) 

1.3 

1.7 

Total 

77.1 

100.0 


Source: America's Capacity io Consume, op. cif. 

For purposes of analysis, the families may be divided according to income 
into ten groups of 2,740,000 each. Several of these groups are shown in 
Table 84 to bring out the diverse saving-spending ratios by different income 
groups. 

Table 84 disposition of family income, 

BY INCOME groups, 1929 

Family groups Per cent of Income . 

3. Persona/ faxes 




1. Spent 

2. Saved 

and gifts 

Highest tenth $4,600 and over 

60 

37 - 

3 

Ninth tenth 

3,100-4,600 

83 

17 

* 

Eighth tenth 

2,450-3,100 

87 

13 


Fifth tenth 

1,450-1,700 

95 

5 

— , 

Third tenth 

950-1,250 

100 

0 

— 

Source: America's Capacity to Consume, op. cif. 




* Less than 0.1 per cent. 

The saving ratio is high for the highest tenth on tire income scale; 
it decreases as income is less. Savings are zero for the third tenth and 
negative for the two lowest groups (not shown). On the other hand, 
the spending ratio is less for the highest tenth and increases for each 
succeeding group; indeed the two lowest groups consume more than their 
incomes— by using up savings, selling personal belongings, and going into 
debt. Savings become positive above the $1,200 income level; consumption 
equals income at this level. 

■* The estimates of saving and spending in 1929 coyer families only. ■ 
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The bearing of income distribution on saving and consumption may be 
brought out by assuming modifications to occur in distribution, using the 
ratios prevailing in 1929. Suppose that 1 billion dollars are transferred from, 
the top income group and distributed among the three lowest groups, 
i.e., those receiving $1,250 and less per year. What effect would such a 
transfer have on savings and spending? In the first place, savings would 
decline roughly $370,000,000, because 37 per cent of the billion dollars 
would have been saved had it remained in the hands of the highest income 
group. Transferred to the lowest groups virtually none of it would be saved. 
The top group would spend $600,000,000 less for consumption, but the 
lowest group would spend approximately 1 billion dollars more. Thus, such 
a transfer would tend to reduce savings and increase consumption spending 
in the economy as a whole. 

The illustration might be carried to the extreme. Suppose that income 
inequality were entirely wiped out. This would have given each family 
$2,800 in 1929. Families at this income level in this year actually saved 
13 per cent of their income and spent 87 per cent. If the saving-spending 
ratio for this level of income was maintained now by all families, only 13 per 
cent would be saved instead of 20 per cent of total income formerly saved. 
Instead of 15 billion in total savings, there would only be 10 billion dollars. 
By the same token, 87 per cent of all income would go for current consump- 
tion purposes, instead of 78 per cent A change in income distribution in so 
drastic a form would have altered materially the saving-spending ratios of 
almost all the population. 

Next, suppose that inequality were intensified by a shift of 1 hiUion dol- 
lars from the 90 per cent who received less than $4,600 to the 10 per cent 
who received more than $4,600. In tlie hands of the larger group only 5 per 
cent of this billion dollars would be saved, and 95 per cent spent. But 
transferred to the highest ten per cent of the income receivers of the income 
scale, only 60 per cent would have been spent and 37 per cent would have 
been saved. Thus such a shift would have decreased consumption by about 
350 million dollars, and savings would have increased by nearly 350 million 
dollars.® 

The data given here and these hypothetical illustrations establish the 
presumption that income distribution is a governing factor on the saving- 

5 The changes in saving and spending assumed in this illustration are not exact, . hut 
only indicative of file size of the shifts in saving and spending. The transfers o£ tlie 
1 billion dollars assumed here would be associated with somewhat different saving- 
spending ratios. That is, the addition of 1 billion to the high-income group might in- 
crease their saving ratio, and a decrease of 1 billion-might lessen it somewhat. For present 
purposes such refinement of, analysis is not necessary. 
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spending ratios for the economy as a whole. Income inequality promotes 
savings. The upper 10 per cent saved 37 per cent of their income because they 
had enough income to permit both large savings and high levels of consump- 
tion. The middle 10 per cent saved little and the lowest 10 per cent saved 
nothing at all, because they had little or nothing to spare after satisfying 
their current consumer needs (and possibly not much will to save). A lessen- 
ing of inequality would tend in the short run to raise the consumption of the 
lower income groups by more than the reduction in consumption among the 
high-income group; alternatively, savings among the top group would be 
decreased by more than the increase in savings among the low-income 
groups. In terms of output, consumer goods production would increase, 
and investment goods fall; in the long run the lower level of investment 
(and savings) would slow up the growth of consumption. Indeed, if saving 
were reduced far enough, future consumption would fall. 

The connection between income distribution and the saving-spending 
ratios for the economy as a whole has been used by some persons as a 
justification for income redistribution, especially those who ascribe to the 
mature economy thesis. As shown earlier,® this thesis asserts there is a 
tendency toward oversaving in the economy— specifically, at high levels of 
income the propensity to save would exceed tire propensity to invest with 
a consequent tendency toward semistagnation in the economy. Oversavings 
and therefore underconsumption can only be cured, according to this view, 
by a reduction in the savings ratio and an increase in the consumption ratio. 
The means of achieving this change would include: high taxes on income 
that normally would be saved, high wages, a comprehensive social security 
system, and low prices on consumer goods to assure rnaximum consumption 
by the public at large. Against this depression-born view is set that of the 
expansive economy proponents, who assert that savings would be fully 
invested if deterrents to investment were removed, and that measures to 
reduce savings merely impose on the future reduced consumption standards. 

Saving and Spending in 1935-36 

The disposition of the 59 billion dollars of national income received by 
both families and single persons in this year follows patterns similar to 
those shown for the year 1929. The total being lower than 1929, savings 
and consumption were also smaller. Table 85 shows the 1935-36 use of 
income. 
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Table 85 DiSPOsmoN of totauncome, 1935-36 

Billions of dollars Per cent of ioial 


Consumer expenditure 

50.2 

84.7 

Saving 

6.0 

10.1 

income taxes 

0.9 

1.5 

Gifts 

2.2 

3.7 

Totol 

59.3 

100.0 


Source: Consumer Expenditures in the United States, National Resources 
Board, Washington, D. C, 1939. 

In 1935>36, as in 1929, the percentage of income saved was high among 
those on the top of the income scale and decreased successively with lower 
incomes. Again, the spending ratio was relatively low for the high incomes 
and increased successively with lower incomes. These relationships are 
again given for several income levels. 

Table 86 disposition of income, by income groups, 1935-36 

Per cent of income 



Spent 

Saved 

Personal taxes 
and gifts 

$20,000 and over 

35 

51 

14 

5,000-10,000 

64 

30 

6 

2,000- 2,500 

87 

9 

4 

o, 

o 

CM 

1 

o 

o 

o 

100 

_ 

, , 


Source: Consumer Expenditures in the United States, op. cif. 


The 6 billion dollars of savings in this year constituted a smaller per- 
centage of total income (10 per cent) than did the savings of 1929, The 
downward shift of income receivers on the income scale accounts for this; 
there were fewer families earning enough to permit substantial savings, 
and there were more who did not save and who dis-saved in this year com- 
pared with 1929. However, when spending-saving ratios by income levels 
are compared for the two years (1929 and 1935-36) there is a striking simi- 
larity. In both periods savings were negative up to the $1,200 income; 
positive savings appeared above this at about th& same ratio for each in- 
come group. 
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Warfime Changes 

The great expansion in national income during the war years was ac- 
companied by a marked upward shift of income receivers on the income 
scale. This is evident from Table 81 in the preceding chapter, where it 
was noted, however, that the increased income (at least for 1943) occa- 
sioned no significant change in the proportionate distribution of income 
(as compared with 1935-36), 

As total income increased, the spending ratio declined and the savings 
ratio increased. Thus in 1943-44, 22 per cent of total income was saved and 
66 per cent spent for consumption purposes; the remaining 12 per cent com- 
prised personal taxes. The reduction in the spending ratio and the rise in the 
savings ratio may be explained by (1) the upward movement of income re- 
ceivers on the income scale and (2) wartime conditions and policies of 
government. From the data presented in Tables 83 and 85 for 1929 and 
1935-36, it is clear that a rise in individual incomes is accompanied by an 
increased percentage of income saved and a reduction in the propensity 
to consume. Apart from any other influences, then, it may be expected 
that the upward movement of income receivers (as shown in Table 81) 
would be associated with a higher propensity to save and a lower pro- 
pensity to consume. 

These normal influences were reinforced by wartime governmental poli- 
cies, such as (1) the encouragement of savings through war-bond sales 
campaigns, (2) price control which held down living costs, and (3) the 
rationing of many consumer commodities which aided in keeping spending 
in check. Added to this was the unavailability of many consumer commodi- 
ties, such as new automobiles. 

The wartime increase iii personal income taxes also affected saving- 
spending activities. But for the steeply progressive tax, it is probable that 
the savings ratio would have been somewhat higher, and the spending 
ratio considerably higher. For example, the percentage of total income 
saved in 1944 was slightly below the percentage saved in 1942, despite the 
fact diat total income was 43 billion dollars higher in 1944. The consump- 
tion expenditures of the ^high-income groups were sharply curtailed by the 
rise in income taxes, for often these expenditures are reduced while certain 
savings, such as insurance premiums, are maintained. Table 87 shows 
estimated saving-spending ratios by income groups for 1942 and 1935-36. It 
will be noted that the per cent of income spent by the highest income group 
: is sharply reduced in T942, ^ 
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Table 87 disposition of income, by income groups, 

1935-36 AND 1942 

1 935-36 1 942 

Per cent of income Per cent of income 



Saved 

spent 

Saved 

spent 

$10,000 and over 

46 

42 

47 

33 

5,000-10,000 

30 

64 

36 

60 

4,000- 5,000 

21 

73 

27 

70 

3,000- 4,000 

16 

79 

23 

74 

2,500- 3,000 

12 

84 

20 

78 

2,000- 2,500 

9 

87 

16 

82 

1,500- 2,000 

5 

91 

12 

86 


Source: Consumer Expenditures in the United States, op. di., and Civilian 
Spending and Saving, op. cit 


A Resfafemenf 

The relationshixo between the distribution of income and its disposition 
may be brought out somewhat differently. At some point on the income 
scale, consumer spending and income are equal (the propensity to consume 
is unity, i.e., the entire income is spent). For the years 1929, 1935-36, and 
1943, this point approximated at a $1,200 annual income. The distribution of 
income receivers in relation to this point on the income scale is especially 
important to the amount of aggregate spending and saving and to the 
spend-saving ratios for the economy as a whole. Table 88 shows, for the 
three periods mentioned, the distribution of income receivers above and 
below a $1,200 income and the share of total income distributed on both 
sides of this line. The years are arranged in terms of the amount of national 
income, not chronologically. 

Table 88 distribution of savers and nonsavers 


Below $ 1,200 Above $ 1,200 


rear 

Per cent of 
income 
receivers 

Per cent of 
income 
received 

Per cenf of Per cent of 

income income 

receivers received 

Per cent of 
national 
Income sored 

1935--36 

60 

28 

40 

72 

10 

1929 

40 

13 

60 

87 

15 

1943 

25 

9 

75 

91 

22 

In a year of depressed national 

income such 

as 1935-36 the percentage 

of income 

receivers 

in the nonsaving category 

is much larger than in a 
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year of high-income levels, such as 1943. Or, in a period of high income the 
bulk of income receivers will earn enough to permit savings; and the number 
of nonsavers and dissavers will be relatively small. The effect of this distribu- 
tion above and below the savings line is seen in the last column of Table 88, 
giving the percentage of total income saved. For the years covered by this 
table, $1,200 was the approximate income at which the propensity to consume 
was unity (the entire income was spent); however, with marked changes in 
living costs over a period of time, a higher— or lower— income may be the 
point dividing savers and nonsavers. Thus the greatly increased cost of living 
in 1947, compared with 1943 and especially with 1935-36, may have raised 
this figure to $1,800 or $2,000. If so, then the inflationary rise in total money 
income will not be accompanied by any marked increase in the propensity 
to save. The evidence indicates this to be true in 1947. In any 
period some amount of individual income ($1,200, $1,500, $2,000, etc.) will 
be associated with a propensity to spend of unity; the spending-saving 
ratios for the economy as a whole will be governed by the distribution of 
income receivers above and below this point. This distribution normally 
changes as total income rises and falls. 

Emphasis thus far has been placed on (1) changes in total income, 
(2) shifts in the distribution of income receivers by income groups as 
total income rises and falls, and (3) the effects of such changes on the 
saving-spending ratios for the economy as a whole. It is conceivable, 
however, that the propensities to save and to consume might be altered 
independently of changes in aggregate income. Three general conditions may 
be mentioned. 

The first is through the redistribution of income. At any given level of 
national income, a lessened inequality in its personal distribution may be 
expected to reduce the savings ratio by transferring income from high- 
saving groups to those who save only a little or nothing at all. On the other 
hand, an intensification of inequality would tend to increase the savings 
ratio and decrease the spending ratio. This again emphasizes the bearing 
of personal income distribution on the saving-spending activities of the 
economy. 

The second is by the application of income taxes. These do not 
alter personal income distribution but as progressive taxes they alter the 
distribution of disposable income. Thus an increase in the personal income- 
tax rates (total income remaining unchanged) would reduce disposable in- 
come in the hands of high-income groups and entail a reduction in their 
saving or spending, or most likely both. The savings ratio for the economy 
as a whole would tend to be reduced but probably not so much 
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as is commonly supposed by those who advocate this method of reducing 
savings, for a transfer of income from the high-income groups goes (1) 
partly to reduce negative savings at the bottom of the income scale, (2) 
partly to add to the small savings of those just within the savings category, 
and (3) partly to increase consumption at the lower end of the income scale. 
The resultant increase in consumption might exceed the reduction in con- 
sumption on the part of the high-income groups, but probably not by a 
large margin. On the other hand, a decrease in progressive income-tax rates 
is likely to increase the savings ratio. 

The third way in which saving-spending ratios may change for the econ- 
omy as a whole is through a change in consumer spending-saving behavior. 
As already seen, spending tendencies were curbed during the war, and 
savings increased partly by voluntary action on the part of income receivers. 
In 1946-47, on the other hand, an opposite change occurred when consumers 
as a whole sought to satisfy demands deferred during the war years. 

In general, personal income distribution bears directly on the level o£ 
national output, income, and employment It was shown earlier that the 
aggregate expenditures of consumers, investors, and government comprise 
the aggregate demand for the national output Given total income, the size 
of the consumer component is determined largely by the personal distribu- 
tion of income; it is this too (i.e., the propensity to save) that establishes 
the amount that must be invested if total income in the period ahead is to 
be maintained. This is to say only that spending and saving activities are 
among the influences governing the level of national output. 

Whether, in relation to its resources, an economy "'spends too much and 
saves too little,” or ""spends too little and saves too much,” or spends and 
saves the right amounts, cannot be determined a priori. In 1946-47 
the propensity to consume, the willingness to invest, and govern- 
mental outlays were such that the productive capacity of the nation’s 
resources was taxed, and price inflation ensued. That is, aggregate demand 
increased while physical production was virtually at maximum levels; as 
a consequence price increases occurred which raised the money value of 
national output to the amount of the aggregate demand. Had savings been 
larger, and consumer demand correspondingly smaller, the general price 
rise of 1946-47 might have been averted or moderated. In contrast to this 
period of ""overspending,” the depression of the 1980’s is often characterized 
as a period of ""oversaving,” when the expenditure of a larger portion 
of total income would have increased aggregate demand and therefore 
national output, income, and employment. 
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CONSUMER EXPENDITURE AND INCOME DISTRIBUTION 

The influence of income distribution on the aggregate amount of con- 
sumer expenditure has been examined in the preceding section. There re- 
mains the relationship between income distribution and the composition of 
the aggregate consumer expenditure. By composition is meant the various 
main t}7pes of goods and services for which expenditure is made. 

In 1929, 27,000,000 families spent approximately 62 billion dollars for 
all consumption purposes. 

Table 89 composition of consumer expenditure, t929 


Food 

Housing 

Clothing 

Other living expenses 
Total 


Billions of dollars 

17:0 
18.0 
8.4 
18.5 
61.9 


Per cent of total 

27 

29 
14 

30 
100 


Source: America's Capacity fo Consume^ op, cit 

The "other living expenses” include education, recreation, travel (including 
automobile), medical costs, and miscellaneous expenses. The composition 
as well as the amount of the aggregate outlay revealed here are, as always, 
derived from the spending habits or patterns of consumer expenditure of 
the nation’s families in that year. In some respects these patterns diflFer 
greatly by income groups— the poor and the rich not only spend different 
total amounts but also relatively dflf^J-^^at proportions of their income for 
certain types of goods.' Table 90 shows for three income groups (1) the 
total amount spent by each group for large classes of commodities and 

Table 90 composition of consumer expenditure, 

BY income groups, 1929 

Other living 

income group Food Housing Clothing expenses 

1. Highest tenth 

$4,600 and over $2.9 billions 14% $6.6 billions 30% $2,6 billions 12% $9.5 billions 44% 

2. Third tenth 

$2,450-3,100 2.1 . 31 1.9 28 1.0 15 1.7 26 

3. Eighth tenth 

$950-1,250 1.3 43 , 0.8 *27 0.4 13 0.5 17 

Source: Brookings, op, cit ' \ 

Siee Chap. 28^-89.'"- y. ' :■ y ^ ^ ^ ^ ^ 
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services, and (2) the per cent of their total income going for these purchases. 

Striking differences in individual spending patterns are disclosed in tliis 
table, particularly in food and “other living'’ expenses outlays. The highest 
tenth spends more in all categories than do the other groups, but only 14 
per cent of its expenditure goes for food, compared with 43 per cent for 
the eighth tenth. On the other hand, expenditures for education, recreation, 
travel, medical attention, etc., account for 44 per cent of the expenditures 
of the highest income group, but only 17 per cent of the expenditures of the 
low-income group. It is evident that income differences impose marked 
differences in consumer spending patterns. 

If income distribution changed, the composition of total consumer expen- 
ditures would probably change too. Suppose, for example, that the incomes 
of the highest group were reduced so that their consumer expenditures 
declined by 10 million dollars. And suppose further that 10 million dollars 
were added to the incomes of the $950-1,250 group. What effect would such 
a change have on the types of consumer expenditure? Food expenditures 
in the highest group would decline 1.4 million (i.e., 14 per cent of the 10 
million dollars) and would increase 4.3 million in the lowest group shown,, 
for a net increase in food expenditures of 2.9 million dollars. Other living 
expenses among tlie top group would decline 4.4 million and increase 1.7 
million in the lowest group, for a net loss of 2.7 million. On the other hand, 
if income were shifted from the low to the high group, there would be a 
net increase in other living expenditures, a net decrease in food expendi- 
tures. The other items in this list would not be much affected by a change 
in income distribution. 

Thus it can be concluded that for any given volume of consumer expendi- 
ture the composition (or types) of expenditure is governed by (1) the pat- 
terns of consumer expenditure by income groups, and (2) the distribution 
of income receivers by income groups. When the distribution of income 
receivers alters materially, the composition of expenditure will change. This 
is seen in the 1935-36 estimates. 

Total consumer expenditure in 1935-36 was considerably below 1929; 
and as already noted, income receivers in large numbers had shifted down 
the income scale during the depression period. However, the patterns of 
consumer expenditure by income groups in 1935-36 were, similar to those 
of 1929. Consumers in each income group not only spent about as much 
of their incomes as was spent by the same income groups in 1929, hut they 
spent their money in about the same way. Thus changes in consumer ex- 
penditures from one year to another for the main items of goods and serv- 
ices appear to be due primarily to changes in the distribution of income 
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receivers by income groups. Because of the downward shift of consumers, 
relatively more of total expenditures went for the purchase of food in 
1935-36 than in 1929. The changes in the composition of aggregate con- 
sumer expenditure between these two periods are shown in Table 91. 

Table 91 changes in components of consumer expenditure 

Per cent of aggregate consumer 
expenditure 



1929 

1935-36 

Food 

27 

34 

Housing 

29 

32 

Clothing 

14 

12 

Other living expenses 

30 

22 

Total 

100 

100 


Source; America's Capacity fo Consume, op. cif., and Consumer Expenditures 


in the United States, op. cif. 

Statistical evidence on patterns of consumer expenditure by income 
groups, and on changes in the distribution of income receivers, leads to the 
following general conclusion. When total national income increases and 
income, receivers move up the income scale, all components of aggregate 
consumer expenditure increase, but not in the same degree. Food expendi- 
tures increase less than do total expenditures, or total income; that is to 
say, income elasticity of food is relatively low.® On the other hand, expendi- 
tures for recreation, education, travel, and a host of other things that 
further the comfort, amusement, and perhaps cultural development increase 
more rapidly than do total expenditures or income; ie., these items have 
a relatively high income elasticity. These changes in consumer expenditure, 
in turn, bring about corresponding changes im the composition of national 
output when total output rises. When total income falls, and with it con- 
sumer expenditure, expenditures for food decline more slowly than total 
outlays, and expenditures on education, recreation, etc., decline more 
rapidly. 

Tax policy may affect patterns of consumer expenditure in important 
ways. Steeply progressive income taxes have the effect of reducing inequali- 
ties in disposable income and therefore in consumption. Many large country 
estates and mansions in the cities have been abandoned by high-income 
recipients who are no longer able to afford their maintenance after settling 
with the tax collector. In other respects, too, consuming habits of the w^ealthy 

^ See Chap. 13 for a discussion of income elasticity. 
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have been altered by the reduction of their disposable incomes by taxation. 

This discussion of the components of consumer expenditure has been 
confined to the very large types of expenditure. A more detailed analysis 
of the subtypes within these larger classifications would reveal still greater 
differences in the spending patterns of consumers, especially as they are 
magnified from prosperity to depression. But such detail is endless. The 
discussion given here has established the following general points: 

1. Patterns of consumer expenditure differ widely by income groups. 

2. The composition of aggregate consumer expenditure is largely a func- 
tion of the distribution of income receivers by income groups. 

3. From this it follows that as income receivers shift up or down the 
income scale with the rise or fall of total income, the composition of 
consumer expenditure undergoes a change. 

4. As long as consumer spending patterns by income groups remain rela- 
tively unchanged, a redistribution of a given volume of national in- 
come would also change the composition of aggregate consumer 
expenditure. 

CONSUMER EXPENDITURES AND THE ALLOCATION OF RESOURCES 

The foregoing discussion can now be brought to bear on the allocation 
of economic resources— labor, capital facilities, and natural resources. Con- 
sumer expenditure is especially important here because not only does it 
guide the composition of consumer goods and services (the largest part of the 
national output) but it also directly influences the decisions on what types of 
capital goods will be produced. In short, the pattern of production, and 
therefore the pattern of resource use (or allocation of resources), are largely 
determined by the amounts and types of things consumers will buy. 

The amount of each type of consumer good currently produced depends 
upon the short-term profit expectations of enterprise. Producers attemx^t to 
judge the demand for their goods in making their production plans. The 
demand of the individual and the market demand for each type of con- 
sumer goods are measured by, or expressed by, the quantities purchased at 
given prices. The quantity-price relationship determines whether produc- 
tion is profitable or not. 

Therefore, consumer demand or expenditures— as modified by producer 
selling eS.oxt-~selects the goods and services, and thereby the industries, 
that are to survive. The pattern of consumer goods production is in this 
way determined largely by the composition of consumer expenditure. As 
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the composition changes in a short period of time (because of changes in 
national income and its distiibution) the pattern of production shifts too/^ 
Over long periods of time— with the growth in the level of national income^ 
a rise in the average family income, tlie introduction of new products, and 
the changing costs of many old products— the composition of consumer 
expenditure (consumer demand) undergoes change and with it the pattern 
of production. 

Not only does consumer expenditure influence tlie pattern of consumer 
goods production, but it exerts in normal times a dominant influence on 
the pattern of capital goods production as well. Capital facilities are pur- 
chased by the producers of consumer goods on the basis of their long-term 
expectations of profit; again, this involves a judgment on the cost-quantity 
relationship in the future, or an estimate of future consumer expenditure for 
given types of goods or services. Thus the consumer goods industries invest 
in capital facilities on the basis of probable long-term consumer demand 
or expenditure; in this way expected consumer expenditure influences 
both the amount of capital goods output and the pattern of its production. 

Since the production patterns are largely guided by the composition of 
consumer expenditure, income distiibution has an important effect on re- 
source allocation, for income distribution can change tlie composition of 
consumer outlays in many ways. It may be objected that production and 
productive capacity are not closely meshed with consumer demand; some 
industries may suffer from considerable overcapacity which stands idle a 
good part of the time. Such disjointedness is readily evident. Economic 
resources are not necessarily employed in the only possible or the most 
orderly fashion, but the fact remains that the economy depends upon its 
market decisions ultimately— it produces what is demanded effectively. 
What people want and spend their incomes for depends upon many things, 
but chief among these is the incomes at their disposal. These incomes, as dis- 
tributed, govern in general what income groups are able and willing to 
buy and, tlierefore, the way in which economic resources are used or allo- 
cated in the economic system. If in the long run the economic progress of 
the nation leads to an upward shift of incomes on the income scale, or if 
social influences effect a change in the proportionate distribution of income, 
the patterns of production and the allocation of resources can be expected 
to change accordingly. 

9 Some shifts, of course, are slow. Food production changes but little from prosperity 
to depression; on the other hand, great changes occur in the production of manufac- 
tured goods as consumer expenditures rise and. fall 

Taking into account probable long-term, substitutes for capital and complements 
of capital facilities; ‘ ‘ ^ ‘ 


CHAPTER 39 


The Determinants of Income 
Distribution 


The causes and conditions underlying income distribution have long been 
a subject of interest and controversy. The existence of income inequality 
in particular has raised many searching questions about the distribution 
process and tlie moral, social, and economic consequences of its operations. 
Why is there a marked inequality in the distribution of incomes? What, if 
anything, should be done about it? These questions are as old as civilization. 
The division of society into the rich and the poor in the past called forth 
laments from the Prophets and denunciations from the Christian Fathers, 
In recent times opposition to this division has been the inspiration of 
political platforms and appeals to violence from refomiers and revolu- 
tionaries. Greed and avarice explained the existence of great wealth 
to the satisfaction of the Schoolmen: by their reasoning, honesty 
and devotion to spiritual affairs accounted for poverty. Moralizing about 
income distribution, however, is by no means confined to the Age of Faith. 
The modern socialist doctrine of "exploiters and exploited'^is a secular ver- 
sion of the ancient injunction against the triumph of greed over honesty 
and industry. Moralists have not agreed, however, in their verdict on in- 
come inequality; those of another persuasion have viewed wealth as the 
reward of the Christian virtues of industry and frugality, and poverty as 
the wages of the sins of indolence and vice. 

ASPECTS OF INCOME DISTRIBUTION 

Many individual and social interests are involved in the income-distribu- 
tion problem. The spiritual well-being of man is the concern of some 
people, the material well-being of man is the concern of others; and in 
i*ecent times many have placed an economic emphasis on distribution as 



848 PERSONAL DISTRIBUTION AND USES OF INCOME 

it affects the functioning of the economy through the saving-spending rela- 
tionship and the disposition of income. Whatever the interest in the matter 
may be, the question recurs: How is income distributed, and what prin- 
ciples underlie the sharing of income? There are a number of possible ways 
a community or economy can share its income. 

Income Equality 

It is conceivable that a society could provide actual equality in distribu- 
tion, as some reformers have proposed. This might mean an equal income for 
each family in the economy, or since family size differs, for each person. 
Although this equalitarianism is given little serious thought as a national 
policy— except possibly by some whose current income compares unfavor- 
ably with the average— it is a standard frequently invoked in efforts to 
reduce inequality. Equality has a strong appeal when limited to a' narrow 
range of income problems. ''Equal pay for equal work” is a slogan of im- 
portance in feminist as well as in labor-union circles, and union-employer 
contracts frequently include provisions assuring equality in this limited 
sense. Similarly the view that "farmers should get as much as factory 
workers” undoubtedly draws support for farm benefit legislation. 

Whatever may be said for equality on other grounds, this principle leaves 
unanswered some fundamental economic questions. The payment of in- 
come is, in a free-enterprise economy, the means of allocating labor and 
other economic resources among the great variety of uses for these re- 
sources. But income equality would necessitate some other method of allo- 
cation, such as government edicts on all economic processes. In a free 
system equality would discourage the bulk of private investment— at least 
as it is carried on under present circumstances. It would tend to reduce 
the volume of current savings by individuals, and the functions of saving 
and investment presumably would cease to depend largely on private de- 
cisions. In short, income equality would call for a basically different kind 
of economic organization and— since material incentives and means of 
allocation would be radically changed— a different kind of social and politi- 
cal organization also. 

Income and Need 

. Nineteenth-century socialist literature gave prominence to the slogan 
"From each according to his abilities, to each according to his needs.” Each 
person is to work to his best ability, but will be paid in accordance with his 
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needs. Effort and income are thus dissociated; the income incentive is re- 
placed by a social incentive, the discharge of one's “responsibility to society." 
This principle if effected would tend to wipe out marked inequality. Income 
differences would measure differences in “need,” as determined by some 
kind of standard. 

Economic questions are raised here also. Income payments based on need 
would afford no basis for resource allocation, nor the incentives to work, 
save, and invest. Other incentives and other methods of performing the 
necessary economic functions now earned on by income payments would 
have to be established by the social and political organization within the 
economy. 

Actually, of course, need as a basis of income payments is found in the 
distribution process in this country, albeit on a relatively small scale. Most 
of the income payments to nonparticipants are related to need.^ Persons 
on public relief customarily receive an amount determined by a “needs 
test.” Benefits under the old-age insurance system are larger for a retired 
man and his wife than for a single man; some other social security benefits 
as well as veteran payments are related also to the number of dependents. 

Similarly, participants may be given at least parts of their incomes on 
the bases of need. Servicemen s pay varies with the number of dependents. 
In Canada and in other countries families receive an allowance from the 
government for an increased number of children. To a small extent some 
firms pay employees more money if they are married, but this is not char- 
acteristic of labor services generally. Perhaps more than any other measure 
instituted in this economy, the income-tax laws reflect the socialist concept. 
Need is recognized in the number of dependents in the calculation of per- 
sonal income-tax liability, and the progressive character of the rates is a 
special application of the principle “from each according to his ability.” 
Need, however, plays virtually no part in tlie determination of income from 
private sources, and to the extent that it figures in nonparticipating in- 
comes it has an insignificant effect on the direction of the economy. 

Income and Social Status 

Income distribution may be governed by the social class or status in 
which people find themselves. In the feudal period, income was distributed 
in tills manner: in principle each person had a right to the income which 
custom allotted to his particular occupation and station in life. The com- 

^ Indeed, within the family mcoine is normally shared among family members on the 
basis of their needs. - , . 
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munity was conceived as an organic whole, an ordered hierarchy, with serfs, 
artisans, merchants, the landed nobility, and the clergy performing essen- 
tial functions. Each person had the duty to carry out his work and 
fulfill his station in life and the right to the perquisites— including a cus- 
tomary income-appropriate to his station. Vestiges of this system prevail 
today in England and on the continent in social if not in political and 
economic forms. With the rise of fascist governments in Germany and 
Italy the concept of the organic or functional state was revived as part 
of their social ideologies, although it cannot be said it played a dominant 
part in the distribution of income, for both countries retained a form of 
capitalist economy. 

This principle of income distribution is a factor of importance only in 
a society where all activities are subject to control, by religious authority, 
a monarchial order, or a political bureaucracy. In such systems income 
distribution and economic activity in general are subject to customary 
influences or bureaucratic decree— in either case status tends to determine 
what a person gets and what he does. 

While feudal, or at least manorial, ideas have had relatively little influence 
in this country, the idea of a "right” to income and a customary income 
is not entirely absent. Frequently it is said that "a working man should get” 
a certain income, or that farmers have a "right” to a certain income, or busi- 
nessmen to a "fair” profit. It is a common practice to maintain executive 
salaries at levels commensurate with an assumed social position; and it is 
an axiom that those who work with their hands work for less. The concept 
of a class society is considered alien to American historical and cultural 
development— the word "masses” is deplored when applied to American 
workers— but it is nonetheless true that even in the United States, as per- 
sistent economic circumstances lead large groups to accept their status as 
relatively fixed, income” will increasingly be regarded as a "right.” 

Income and Producfivify 

Of greatest significance in the capitalist system is the principle that re- 
lates income to productivity, i.e., each person receives an income roughly 
equal to the value or importance of his contribution to the output of the 
economy. If one service is regarded more highly than another— the service 
of a physician as compared with the service of a domestic servant— the 
payment (income) for one wiU be higher than the other. This importance, 
in turn, is determined by the relative scarcity of the services in terms of the 
demand for them. 
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Personal income distribution effected under the principle of productivity 
performs a dual function. Firsts it tends to allocate productive services or 
resources; high incomes attract resources, low incomes repel them, and 
thus productive services tend to shift about in accordance with the demand 
for them. Second, income is an incentive to perform productive services, 
or to produce needed goods, and services; and the incentive varies in accord- 
ance with the demand for goods and services. Under the productivity 
principle, then, income distribution is both an inducement to produce and 
a means of guiding the use of economic resources. 

Productivity may be regarded, too, as establishing the ‘'Mghf'' to income. 
Historically this right was assorted by spokesmen of early capitalism against 
the income claims and other privileges of the nobility, the church, and 
the king, whose claims and privileges were supported by custom and social 
philosophy with little or no regard to productive effort. Why should those 
who work and risk their capital support those who do neither? In the course 
of time the “right to the fruits of one’s labor” became established. 

Acceptance of the principle, however, has not been accompanied by 
agreement on its operation. How is productivity measured? And who are 
the producers? Agreement is general that human effort or labor is produc- 
tive when directed to desired ends, but are the owners of capital and land 
producers? The prevailing view in this and other capitalist countries is 
that land and capital are productive and thereby entitle their owners to 
income. Against this Proudhon, a noted socialist of the last century, asserted 
that “Property is theft.” For Karl Marx only labor was productive, and non- 
labor income (rent, profit, and interest) measured the extent of exploitation, 
of labor by the propertied class. The “right of labor to the whole product 
of labor” thus became a socialist slogan embodying a special interpretation 
of productivity as the basis of income distribution. 

The Bases of Personal Disfribufhn of Income 

There are, then, at least four principles which may guide the distribu- 
tion of income: equality, need, social status, and productivity. Although 
productivity is the ruling principle underlying income distribution in this 
country, other influences are at work which modify the operation of tliis 
principle. In general and apart from monopolistic practices, these other 
influences tend toward a reduction of the income inequality which results 
from differences in productivity as governed by suppiy-and-demand rela- 
tionships. Within the pattern of income distribution there are, as has been 
noted, participating incomes and nonparticipating incomes, the former 
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based on services rendered to production and the latter on legally estab- 
lished claims made (ultimately) against the former. Political and social 
factors intervene in this distribution and either potentially or actually 
modify it These factors bring about (1) a change in the conditions of sup- 
ply and demand, either to increase or decrease the incomes of certain 
groups, and (2) a series of programs that pay incomes to certain groups and 
take incomes from other groups. The first type of governmental intervention 
includes agricultural price and production policies, minimum-wage legis- 
lation, and encouragement or discouragement of union organization. The 
second type largely embraces progressive income taxes and the relief and 
social security programs. 



INCOME INEQUALITY AND OWNERSHIP OF WEALTH 

Income differences, as has been indicated, stem largely from the unequal 
distribution in the ownership of income-bearing assets, and from differ- 
ences in the economic importance of personal services. The assets which 
yield income to their owners may be tangible property, such as buildings, 
machineiy, equipment, land, and other resources; or they may be corpora- 
tion stocks which are evidence of ownership; or they may be evidence of 
indebtedness, such as bonds and mortgages. Approximately 20 or 25 per 
cent of the total national income is received by virtue of ownership of such 
income-bearing assets. Ownership is heavily concentrated in the hands of 
a relatively small segment of the population, and accordingly the income 
from these assets is highly concentrated. An estimate for 1927 showed the 
distribution of wealth in the United States as presented in Table 92, 

Table 92 estimated distribution of wealth, 1927 


Class 

Richest 

Middle 

Poorest 


Per cent of 
population 

2 

33 

65 


Per cent of national 
wealth owned 

40 

45 

15 


Source; W. I. King, “Wealth Distribution in the Confinenfa! United States/’ 
Journal of the American Statistical Associafion^ June^ 1927, 

The concentration of ownership indicated by Table 92 does not reflect 
the concentration of property income (e.g., rent, interest, dividends) be- 
cause the assets of the rich and the upper middle group are usually the 
highest income^ gelding assets while the wealth of the poorest group may 
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be nonincomfe or low-income bearing assets. Other estimates also show 
the marked concentration of wealth. In 1891 the poorest 65 per cent owned 
less tlian 5 per cent of the wealth of Massachusetts and Wisconsin, and the 
richest 2 per cent owned nearly 60 per cent. Virtually tlie same degree of 
concentration of wealth existed in France and Prussia in 1908-09 as in these 
two American states. The United Kingdom in 1908 showed an even greater 
concentration; the richest 2 per cent owned over 70 per cent, the poorest 
65 per cent about 2 per cent of the wealth.- 
Some idea of the relationship between high income and the ownership 
of wealth can be gleaned from the figures of the Bureau of Internal Revenue 


in Table 93, showing the proportions of income derived from personal 
services and from property in 1930 for several income classes. 

Table 93 

SOURCES OF INCOME, 1930 



income class 

Over $1,000,000 
$25,000-50,000 

5.000- 10,000 

1.000- 2,000 

Per cent of income 
from personal service 

2 

30 

62 

82 

Per cent of income 
from property 

98 

70 

38 

18 


Source: U.S. Treasury Department. 




It is evident from these figures that income inequality w^ould be much 
less pronounced if (1) all incomes were derived from personal services alone, 
or (2) if income assets were evenly distributed— or at least less unevenly 
distributed. The major difference between the incomes over $1,000,000 and 
the incomes of $1,000-2,000 is found in the proportion of income derived from 
property. The importance of wealth or property in accentuating income 
differences has led to a number of proposals to nationalize wealth or break 
up large individual holdings. ''Land nationalization' and "redistribution of 
land" have been popular slogans in countries where a relatively small group 
of landlords owned a large part of the land— England, Poland, prerevolu- 
tionary Russia, Mexico, China, and other countries. Such proposals have 
never had much popular appeal in this country because of its large amounts 
of land, its increasing landowning population, and its free market in land. 
Moreover, land is not so important a source of income here as in other 
countries; great wealth in this country is chiefly industrial and commercial 

The concentration of wealtli is fostered by inheritance. Some of the 

- Estimates of W. L King, quoted in Fairchild, Fiiriiiss, and Buck, Elementary 
Economics, Macmillan, 4tli ed,, 1939, Vok .l, Chap. 21. 
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present-day fortunes in America trace back to the early ninetaentli century. 
In many older countries wealth in the form of land has passed from genera- 
tion to generation for centuries. In the historical process fortunes may be 
increased, for the large incomes from wealth provide the means of acquir- 
ing more-wealth begets wealth. To prevent this pyramiding and conse- 
quent accentuation of income inequality, governments in many countries 
have introduced steep death taxes. Wealth may be passed on but in 
transit the state lays claim to a substantial part of it. At the same time high 
incomes are heavily taxed, thus limiting the possibility of adding greatly 
to an existing fortune or initially accumulating a great fortune. Such tax 
measures are a product of sociopolitical influences aimed at a partial redis- 
tribution and lessening of income inequality. 

INCOME INEQUALITY AND PERSONAL SERVICES 

If private ownership of income assets were abolished, or distributed 
evenly throughout the population, the spread between high and low in- 
comes and the concentration of income would obviously be lessened. 
Income ..differences nevertheless would still be substantial, and the pro- 
portionate distribution of income would still reveal a considerable concen- 
tration because of differences in the prices of personal services. Personal 
services command different rates: a clerk in a country store may get $600 
a year, the head of a large corporation, $600,000. The services of both are 
'productive services” but in the market for productive services the impor- 
tance or productivity of one is rated one thousand times greater than the 
other. How can such differences be accounted for? Can the services of one 
be one thousand times more important than those of another? Both men 
would probably give different answers to the second question, but the fact 
remains that the market assigns this difference; these are the prices offered 
for the particular services. Worth or importance or productivity may be 
measurable in many ways, but the market has only one method: the in- 
herently variable payment of prices or incomes as governed by demand- 
and-supply relationships. 

The Demand for Personal Services 

Several aspects of the demand for personal services may be mentioned 
which help explain great differences in income. The public fancy for cer- 
tain forms of radio entertainment and for certain movie personalities may 
be taken as special examples of the peculiar quality and intensity of de- 
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mand which Tesults in pronounced inequality. The demand for songs, 
drama, and comedy tends to be concentrated on certain types of songs 
and singers, particular screen personalities and comedians. The demand 
may be fickle, but current favorites enjoy an enormous popularity (and large 
incomes) while it lasts. Each enjoys a monopoly position, each provides a 
differentiated service— a voice or figure or face or a type of radio per- 
sonality— adequately and skillfully developed by the most effective pub- 
licity techniques. It is true that the supply of such talents is limited 
by natural endowment, among other things, but the character of the 
demand facilitates such limitation of supply. The 'public’" wants a favorite, 
or a small number of favorites, not a large group on which to bestow 
its attention and affection; and it is often true that the favorite is no 
more gifted than many nonfavorites. 

The personal service by such performers directly satisfies the wants of 
the public constituting the demand. Strictly speaking, radio listeners do 
not demand these services in the sense of paying for them; the demand 
comes from the manufacturers of soap, toothpaste, or cigarettes who spon- 
sor the programs and who presumably know what the public wants for 
entertainment. 

The demand for the services of wage and salary workers by business 
enterprisers, and the demand for the services of farmers and other entie- 
pieneurs is a derived de'tnand^ derived from the ultimate demand of con- 
sumers for the things produced by these services. For wage and salary 
workers "demand” means the ability and willingness of the employer to 
pay a given wage or salary. Demand in this sense may affect incomes dif- 
ferently, or be subject to influences which accentuate income differences. 

For example, the executive of a large corporation may receive $600,000; 
the demand of the corporation, i.e., the board of directors, for the special 
capacities and experience possessed by the executive is measured by this 
large sum. But the demand in such a case may be inflated, in that the 
executive would have taken as little as $200,000, or someone else equally 
as capable could have been hired for this lower amount. Why, then, does 
he receive the larger amount? In the realm of higher corporate bureaucracy 
the demand for executive services is often determined by the men who 
provide the supply of these services. The board of directors in this case 
may be composed of men holding prominent executive positions in banks 
and other corporations who themselves receive large salaries and bonuses. 
The $600,000 executive himself may be a director of several other corpora- 
tions. To cut the "going rate” of executive salaries in one important cor- 
poration may impel cuts elsewhere. Since those who determine the "de- 
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mand” for executive services generally also compose the ''su]3ply/' there is 
a community of interest which may be expressed as rigging the market. 
A market so organized enables those who sell their services there to com- 
mand income advantages not found in other markets. The wage earner 
employed by the same corporation would normally have no similar influ- 
ence on the demand for his services. To be sure, if he were a union member 
he may obtain a wage higher as a result of the union s partial control of 
labor supply. But no community of interest exists in this case; the worker 
may get somewhat more than he would be willing to take (if he had to) 
because of the coercive power of the union. The executive gets much more 
than he would be willing to take if need be, i.e., if he were treated by the 
board of directors in the impersonal way that he himself treats the ordinary 
wage earner far down the line. 

But the contrast here is not entirely explained by a rigged market in 
one instance and a free market in the other. If both markets were equally 
impersonal the executive would still get a greater income than the wage 
earner by virtue of his special capacity or importance or productivity, i.e., the 
scarcity of his ability. The point to be made is that income inequality is 
exaggerated by such market differences. Indeed, the character of the demand 
for personal services is more diverse than is indicated by the examples here. 
At one end of the scale, the demand for and supply of services are virtually 
identified in one and the same person, as when the principal owner of a 
company installs himself as executive and fixes his own salary as well as 
perhaps the salaries of relatives and friends. The demand for executive 
services already described previously is, of course, a less extreme control. 
At the other end of the scale, there is a large supply of persons who have 
no personal influence on the demand for their services. The employer 
assumes a "take it or leave if' attitude, and the individual in such a market 
is without recourse. While the position of the employer is stronger by far 
than that of the individual worker, his power is not absolute, for he is in 
competition for labor with other employers and will generally pay the rate 
of alternate opportunities for workers. Even this qualification, however, is 
mitigated when there is an oversupply of labor in a market or if there is 
temporary agreement among employer's to keep rates low. 

The Supply of Personal Services 

The demand for each type of service is governed in general by the pro- 
ductivity or importance of the seryice to those who want it. Productivity in 
turn depends upon ihe supply of the, service in relation to the demand for 
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it. When, in felation to demand, the supply o£ a service (or type of labor) 
is large, the value of its marginal product is relatively low; when a service 
is scarce, the value of its marginal product is relatively high. The principle 
of diminishing marginal productivity has been described in an earlier 
chapter.® Thus from an income standpoint, the difference between a skilled 
patternmaker and a common laborer is one of relative scarcities. 

There arises now the question: What factors govern the relative scarcities 
of different services? If the great scarcity of brain surgeons and competent 
executives enables persons in tliese lines of activity to command large 
incomes, why are there not more brain surgeons and able executives? If 
common labor is poorly paid because its supply is relatively large, and the 
value of its marginal product tlierefore low, why are its ranks so amply 
supplied with new recruits year after year? 

Personal Qualifies 

Differences in natural endowment, for want of a better term, are a par- 
tial explanation. Individuals differ in learning capacity, interest and am- 
bition, artistic inclinations, in qualities of leadership, in personality and 
character. Professional wmrk, for example, requires a learning capacity of 
a higher order than does unskilled manual work. Ambition, interest, and 
a willingness to submit to discipline and training are required in greater 
measure of the skilled than the unskilled trades. Such personal qualities and 
capacities are unevenly distributed; this fact alone is sufficient to limit the 
supply of those personal services which require tliem. 

Ability for present purposes must be regarded as money-makirig ability. 
Thus some lawyers and physicians stand well above their colleagues finan- 
cially, not always because of superior professional competence but because 
of a "good business sense"’ and a keen eye for the profitable aspects of 
legal and medical work. Money-making ability need not be associated with 
intellectual, artistic, or even manual abilities. A man may by normal stand- 
ards be gross, stupid, and awkward, yet possess the shrewd sense that 
enables him to find a place high on the income scale. Personal capacities 
and interests thus vary enormously. The market for personal services as- 
signs high prices to certain types in limited supply, low^er prices to those 
more commonly found in the bulk of the population. 
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Opporfunifies 

The opportunities provided by the environment in which people live are 
important also in governing the personal distribution o£ income. Oppor- 
tunities may enable a person to become qualified for remunerative work- 
such as special training and the cultural background that may be requisite- 
or they may relate to the accessibility of suitable work and of business 
prospects. 

Opportunities of these types are not equally available to all persons and 
apparently have little direct relationship to the endowment of native abil- 
ity. The unequal distribution of opportunity is caused in good measure by 
unequal distribution of wealth and income. The children of the poor have 
fewer opportunities than do those of the rich to obtain the education, train- 
ing, and general background necessary for many remunerative employ- 
ments. The son of a wealthy family often has a position awaiting him, and 
his advancement is often made easier by his connections. Moreover, he is 
more likely to know where favorable income prospects lie, and to be finan- 
cially able to move in search of them. The paucity of opportunity confront- 
ing one who lives in a city slum or in an isolated rural community is often 
offset by a person’s ability and ambition to get ahead, but tire native ability 
and the ambition usually must be of a higher order if this person is to 
compete on equal terms with one whose environment is more conducive 
to financial success. 

A word should be added on the importance of luck. Even with reasonably 
similar social environments and native abilities, income differences may be 
substantial. Chance may lead one person into an occupation which later 
becomes unusually remunerative, or which opens the way to another un- 
expectedly profitable opportunity. Luck was with those who, niany years 
ago, chanced a few hundred or a few thousand dollars in tlie securities of 
a small company producing a virtually unknown product— Coca-Cola. Many 
such instances may be found— and many more when luck looked the other 
way. 

Noncompefing Groups 

Personal qualities and the opportunities afforded by the environment 
exert a selective influence on the supply of personal productive services. 
Moreover, these factors tend also to limit tire shift of people from one 
occupational category to another. A shortage of doctors cannot be met by 
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volunteers from the legal profession or from the ranks of industrial workers. 
Even if tlie lawyer had all the necessary native endowment and interest 
required for the medical profession, he lacks the years of training. More- 
over, each professional group and skilled trade places obstacles in the way 
of such shifts. The professional associations jealously guard against infiltra- 
tion by outsiders. Standards of competence are of course maintained, but 
at the same time a relatively high degree of scarcity is assured. Many trade 
unions practice a policy of exclusion to keep services relatively scarce and 
thereby protect their membership. These restrictive measures limit oppor- 
tunity in varying degrees, and make certain employment noncompeting, i.e., 
relatively free from outside competition. Only the great groups of more or 
less unspecialized productive services— the unskilled and semiskilled indus- 
trial worker, the office-worker groups, and similar segments of the labor 
force— lack the protection afforded by an accrediting association, or appren- 
tice regulations and high union dues, or long years of study and training; as 
a consequence they are concentrated on the lower end of the income scale. 

CONTROL OF SUPPLY AND DEMAND 

The fact that scarcity is remunerative has led to a widespread movement 
on the part of occupational groups to gain control over the supply of their 
respective services. This movement goes far back into history; the ancient 
restrictions against the spread of knowledge may have been partly moti- 
vated by pecuniary considerations. The merchant and craft guilds of the 
Middle Ages imposed restrictions on entrance into the guilds and upon 
outsiders in part, at least, for financial protection. The modern era has wit- 
nessed a recrudescence of the guild idea in many ways and largely for the 
same purpose; to assure the memberships, whether they comprise profes- 
sional groups, wage earners, or businessmen, of a favorable income position. 
Success has crowned the organizational efforts of those groups whose mem- 
bership would be, in any case, relatively small; but many groups, such as 
the unskilled and semiskilled, have had diflBculty in organizing the supply 
of their services. 

The average income of any group may be increased in one of two ways: 

# (1) by restricting the supply of personal service in relation to the demand 
for it and (2) by increasing the demand for personal service in relation to 
its supply. 

Regulation of entrance into an occupation is exemplified by the training 
qualifications needed for a person to practice law or medicine; these are 
largely determined by the professional associations and incorporated into 
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the laws of the states. Similarly, some labor unions seek to control entrance 
into the trade by requiring prospective members to serve an apprentice- 
ship. An important advantage of union control results when employment is 
open only to members of the union. Entrance into an occupation may also be 
regulated by the public requirement of licenses, which result in restricting 
' the number of liquor dealers, cab drivers, public-utility enterprises, and 
certain other forms of enterprise. Although such licenses are issued partly to 
protect the public interest from undesirable (e.g., criminal and incompetent) 
enterprise they serve also to restrict entrance for the (income) protection 
of those already engaged in the occupation. Regulation of entrance into an 
occupation may therefore be achieved by the power of a union, association, 
or other form of organization, or by government, in order wholly or partly 
to secure a favorable income by limiting supply in relation to demand. 

Some types of labor legislation directly influence tlae size of the labor 
supply as a whole or the size of the supply available for certain kinds of em- 
ployment. Federal and state child-labor legislation controls entrance of 
young persons into the labor supply. State laws limit the employment of 
women under certain conditions, thus restricting the supply of labor for 
industries which largely employ women, such as the garment industry. 
Indirectly, old-age relief and old-age insurance restrict supply by encour- 
aging the retirement of workers after sixty-five. Such measures restrict a 
quantitatively small segment of tire potential labor supply, but they re- 
move some competition and tliereby tend to raise the rates of wages in 
certain occupations. 

Control of supply can also be effected by regulating or at least influenc- 
ing conditions under which personal services are supplied, without neces- 
sarily regulating entrance into an occupation. Thus, while a union may not 
exclude anyone from membership it may try to impose on the employer 
certain wage rates and working conditions at which union members, as 
well as possibly nonunion workers, shall work. In effect unions seek to 
establish supply prices for the services of their trade. Governmental estab- 
; lishment of minimum wages and other wage requirements is another im- 

portant instance of controlling the conditions under which personal serv- 
ices are supplied by setting minimum supply prices. 

Many governmental measures are intended to influence incomes by 
^ directly or indirectly affectii^ the conditions of supply of personal services; 

; ;; others seek to affect incomes by influencing the supply and therefore the 

; \ ‘ prices of commodities. 

The first typ represented mainly in labor laws. 

Relations A,ct of 1935 affirmed the right of labor to 
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organize, required the employer to bargain with unions, and forbade em- 
ployer interference widi union organizational efforts. This legislation en- 
couraged the growth of unions; in 1930 only 10 or 12 per cent of the 
nation's wage earners were organized and in 1947 about 40 per cent. Labor 
unions, thus encouraged and protected, have grown into powerful factors 
determining the conditions of supply of labor (and therefore wage rates) 
in large sectors of the American economy. 

Government determines the supply prices of services to an extent when 
it enacts minimum-wage legislation. The Fair Labor Standards Act of 1938 
raised the hourly wage rate of an estimated 10 million workers; its pro- 
vision for overtime premiums benefited many additional workers. 
The Federal government requires the payment of prevailing wages 
(in effect, union wages) by employers working under government contracts. 
Also, most states have legislation affecting wage rates, either for workers 
employed on state projects or for industries not subject to federal law. The 
purpose of such legislation is to fix a minimum supply price for labor above 
the level which prevails under the free operation of supply and demand 
in the markets affected. 

The second type of legislation is found extensively in agriculture, where 
government intervention is focused oii the supply of and demand for the 
commodities produced by the services or efforts of farmers, rather than 
on the services themselves. In the prewar decade the volume of agricultural 
commodities produced was large in relation to demand, resulting in a low 
aggregate and average farm income. Agricultural policies of the New Deal 
administration attempted to "adjust" supply in relation to demand; in effect, 
this meant a planned reduction of agricultural production. Because the 
demand for farm products is relatively inelastic, a reduction in output was 
expected to bring about greater than proportionate increases in farm prices 
and therefore an increase in farm income. The purpose was to attain "^par- 
ity" prices and parity income.^ This latter tenn emphasizes the income 
objective of the policy; parity income was defined as the relationship exist- 
ing between farm income and nonfarm income during the base period 
1909-14. During the 1930’s farm income was below parity, i.e., in terms of 
the previous relationship farmers were getting less than the nonfarm group. 

The limitation of the supply of commodities is also a purpose underlying 
tariff policy. By restricting the importation of foreign goods through duties, 

See Chap. 23. The effectiveness of this policy is difficult to assess. Price and 
income increases occurred in the years following the adoption of this policy. However, 
farm production was sharply reduced by droughts in 1934 and 1936 and the rise in 
price due to this might have ouriveighed the rise owing to policy. 
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the domestic producer is enabled to sell his output at a pride higher than 
would otherwise prevail or to capture a larger part of the market. In either 
case the protected producer is expected to increase his income or to be 
saved from an impending loss of income. As noted in Chapter 36, the 
United States has long been a high-tariff country; this form of intervention 
in income distribution, therefore, has been widespread. 

The examples given here are sufBcient to indicate the extent and types 
of governmental intervention in regulating the supply price of services 
directly, strengthening organized groups to enable them to influence sup- 
ply price, and regulating the production and marketing of goods to 
strengthen tire income position of the producers. 

Influences on Demand 

Both government and organized groups may regulate entrance into an 
occupation or influence the conditions of supply by other means, but the 
success of such measures and actions rests ultimately upon the demand for 
the services thus regulated. For example, unions may restrict entrance or 
otherwise increase the wages of groups of workers, but if the demand for 
the services in question is not increased the wage rise will be accompanied 
by a fall in employment. Or a minimum-wage law may have the effect of 
causing low-productivity workers to lose their employment unless the de- 
mand for their services increases. Government can forbid the employment 
of workers below a minimum wage, but it cannot require the private em- 
ployment of labor at or above this wage. If the wage exceeds the marginal 
product of labor, employment will not be offered. Thus the regulation of 
conditions of supply does not assure the purpose, namely, the increase in 
the income of the groups in whose behalf the control is instituted. In some 
cases, governmental measures regulating the supply price of wage earners, 
or the incomes of other groups such as farmers, are accompanied by actions 
that assure the payment of the income. Thus when government establishes 
union wage rates as the minimum to be paid by employers working under 
government contracts, the conti'act price is sufBcient to assure the payment 
of these rates; in effect, the government determines the supply price of 
labor and the demand for labor at that price. Similarly, when the govern- 
ment establishes parity price as the minimum at which crops may be sold, 
it makes this policy effective by buying any part of the crop not purchased 
by the trade at that price. Trade-union rules sometimes provide for the 
maintenance of employer demand for wage earners; the 'stand-by'’ and the 
helper often constitute needless employment, and some of the "feather-bed" 
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rules of certain railroad unions accomplish the same purpose. In general, 
however, an increase in the supply price of labor through unionization and 
governmental wage policies does not directly increase the demand for labor 
by employers. 

The question now arises: Is there an indirect connection between a wage 
increase, as discussed here, and a subsequent increase in the demand for 
the labor subject to the rise in wages? Since the principal demand for labor, 
or personal services, arises from the demand for consumer goods and pro- 
ducer goods, the question can be restated as: Does such a wage increase 
augment the demand for consumer goods? for producer goods? 

Under some circumstances, wage increases might augment consumer de- 
mand, but this effect is not certain. Consumer demand would increase if 
(1) the wage rise shifted income from the high-income brackets (i.e., the 
wage increase is not offset by increased prices or a drop in employment) 
and (2) idle resources were at hand to permit an expansion of real output. 
A measure of income redistribution as assumed here would tend to increase 
the spending ratio for the economy as a whole; a rise in consumption would, 
by means of the acceleration effect, tend to increase investment with its 
multiplier effect Thus, given some income redistribution, and the presence 
of idle productive capacity, there would ensue an increase in national out- 
put and the demand for personal services as a wholes, including those sub- 
ject to the initial wage increase. 

The circumstances assumed here, however, are not likely to obtain in 
practice. When economic resources are at relatively full-employment levels, 
an increase in wage rates is likely to be passed on in higher prices. Although 
the demand for the wage earners subject to the wage rise might increase 
(i.e., employment might be maintained at the increased wage), the wage 
increase would not mitigate income inequality. If the demand for the 
products produced is relatively elastic, the increased wage cost might 
not be passed on in higher prices; in this case the rise in wages would 
probably be offset in time by an increased use of capital and decreased 
employment in the occupations affected. Both union actions and govern- 
mental measures have brought about substantial increases in wage rates, 
but the evidence suggests that little or no redistribution has been effected 
in tliis way, i.e., the ratio of wage income to total national income appears 
to be unaffected by such actions and policies.^ 


^ See Chap, 29. 
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Other Supply and Demand Influences 

For the groups discussed thus far— principally wage earners and fanners- 
the sociopolitical influences at work on the supply-demand influences seek 
to raise low incomes and thereby lessen income inequality. This general 
trend is manifested in other forms of intervention; e.g., in the antimonopoly 
policy of government. Hesitant as it is, its purpose is to break up restrictive 
practices and establish competitive practices. In a sense, this may be 
regarded as an increase in the supply of personal services in the industries 
in question, for breaking up monopoly usually (but not always) paves the 
way for new entrants into the field. This, in turn, tends to reduce high 
incomes in the industries in question. Closely related to this is the attempt 
on the part of government to encourage small business by providing business 
information, financial and otlrer aids, in order to stem the growth of big 
business. 

While these and other influences work generally toward the lessening of 
income inequality by intervening in supply-demand relationships, the 
pattern is by no means a consistent one tliroughout. For example, the tax 
policies of government tend to limit the expansion of small business without 
reducing the scope of big business. Governmental support of unionism tends 
to curb the growth of small firms but not of large firms. Restriction of 
agricultural output under governmental auspices is accompanied, apparently 
incongruously, by governmental research work for the purposes of increas- 
ing agricultural output Antimonopoly is a policy of government, but its 
execution has generally been Jethargic; and, indeed, tariff policy tends to 
promote monopoly. 

Thus governmental inteivention in supply-and-demand relationships for 
the purpose of reducing income inequality is not clear-cut. Policy is piece- 
meal, subject to the political pressures and economic exigencies of the groups 
who look to government as an ally in the sti'uggle to get more income. 
Nevertheless, the general direction of the major policies affecting income 
distribution by' modifying supply-and-demand relationships is toward rais- 
ing the low-income groups and minimizing income inequality. When the 
policies described here are viewed in conjunction with others that affect 
income distribution, such as corporate and personal income taxes, inher- 
itance taxes, unemployment insurance and public works, old-age insurance 
'. and public assistance, the conclusion offered above is strengthened con- 
siderably. The following chapter deals with some of these major policies, 



Governmental Assurance of Income 


Direct intervention by government in the personal distribution of income 
is represented in this country mainly by the large social insurance and 
relief programs established. Large-scale assurance of income to persons 
whose normal income is cut off began during the depression of the 1930 s, 
when extensive programs of unemployment relief, public works and work 
relief, unemployment insurance, and old-age insurance, were established. 
Approximately 10 per cent of the nation s income receivers annually 
obtained income from these programs during the prewar decade; the 
expenditures averaged about 3 billion dollars a year. From the emergency 
measures established in this period grew the principal long-range social 
insurance programs presently in effect. Most of the wage and salary 
workers are presently eligible to receive unemployment insurance in case 
of unemployment and compensation benefits in case of injury while at 
work. The bulk of the gainfully employed—nearly 50 million of them— are 
engaged in employments covered by the old-age insurance system, which 
provides monthly annuities to contributors after they attain age sixty-five, 
and survivor benefits to certain dependents of contributors who have died. 
Various forms of local, state, and federal relief are also available to persons 
in need, most of whom are not benefited by the other income assurance 
programs. In the prewar decade, furthermore, large government work 
programs provided public jobs for unemployed workers. 

Although local and state relief on a limited scale has been a feature of 
tlris economy from an early period, and workmen s compensation for indus- 
trial accidents made its appearance in some states before World War I, 
these programs were unable to alleviate the hardship of unemployment 
following 1929. The inadequacy of these means and the .social reform predi- 
lections of the 1980's caused to be established not only emergency relief and 
public employment pragrams but also the permanent means of assuring 
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‘income security” through social insurance. A feature of this development is 
the large role of the Federal government in establishing these programs and 
its financial and administrative participation in them. Indeed, this develop- 
ment may now be called a “movement” toward governmental income as- 
surance, so deeply is it imbedded in federal and state legislation and in the 
public consciousness. 

Similar developments in other countries, particularly in Great Britain and 
in some of the industrial nations of Europe, have carried programs of 
governmental assurance of personal income considerably farther than in the 
United States. These other countries embarked upon this course earlier than 
the United States and the momentum of this movement has carried them 
further toward assuring the bulk of their populations against a complete 
loss of personal income; or, to put tire matter in a positive fashion, vir- 
tually everyone is assured a minimum income. 

To explain adequately this movement would lead too far afield into social 
history, but some aspects of the matter may be mentioned. Urban industrial 
society as it developed here and in other capitalist countries produces its 
own peculiar hazards and insecurity for the urban dweller. Urban man is 
almost wholly dependent upon others for the production of the necessities 
of life, as well as for the income he receives to purchase these things. A 
money income affords him security in a restricted sense of the term. For 
the wage-earning element in an urban society the loss of income usually 
means impoverishment and distress in a short time unless external aid is 
made available. An assured and an adequate money income is therefore of 
vital importance to the urban dweller. Flowever, there is no moral or legal 
obligation binding the employer to assure employment and income; em- 
ployment depends largely upon the impersonal influences of the market. 
A change in consumer demand here, a new technological development there, 
a disruption or dislocation somewhere else, all or each may mean tire loss of 
work and income to many persons. Loss of work and earnings for any other 
reason exposes the urban worker to hardship— industrial accidents, old age, 
illness, along with the hazard of industrial unemployment, are the principal 
causes of insecurity and hardship. 

These hazards have of course always been present in any society, but 
urban life tends to aggravate their seriousness because the city dweller has 
but relatively restricted alternative opportunities to gain an income. He 
cannot as a rule raise his own food, and only a few are able or willing or 
have the opportunity to, work for themselves. His efforts to secure an income 
and its attendant security are largely confined to the opportunities of work- 
ing for someone else* TTie^ able may find these opportunities sufficiently 
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abundant and certain, but many of the others do not. The actual or latent 
uncertainty confronting the typical urban wage and salary worker impels 
him to support measures that provide certain alternative sources of income 
—public work, social insurance, and public relief. These conditions stand in 
the background supporting the movement toward governmental assurance 
of income; they give substance to such political slogans as "Income security,” 
""job security,"" ""the maintenance of work and purchasing power,” and ""full 
employment""— by government guarantee. 

CAUSES OF INSECURITY 

The principal causes that bring about loss of work and income are 
(1) unemployment, (2) industrial accidents, (3) illness, (4) old age, and (5) 
death of the family head. All except industrial unemployment contribute to 
a persistent problem of poverty and hardship; industrial unemployment, on 
the other hand, varies greatly depending upon the general level of economic 
activity. Even when unemployment is at low levels, the other factors create 
problems of poverty, but these are aggravated when unemployment is 
widespread. Some of the factors underlying loss of income will now be 
described. 

Unemployment 

Very broadly, two main components of the unemployment problem may 
be defined: (1) the supply of labor or personal services available for work; 
and (2) the demand for these including the demand of employers 

for wage and salary employees, and the demand of the ""public"" for the 
services of entrepreneurs and other self-employed persons such as doctors, 
lawyers, insurance salesmen, etc. Unemployment arises partly because of 
personal characteristics on the part of some forming the supply of labor and 
largely because of variations in the demand for labor. 

Personal characteristics exert a selective influence on the labor market. 
Some persons have an aversion to sustained effort, others are physically or 
mentally unsuited to work, and some lack the capacity to get along with 
others. The incidence of nnempIo>inent is likely to be high among such 
persons, among whom are the "work-shy"’ and ""semiemployable."" These 
usually are the last to be hired and the fii^st to be fired. 

Variations in tlie demand for labor may be attributed to the following 
factors: seasonal changes, technological developments, business cycles, 
secular and structural changes, and frictions in the economy. 



868 


personal distribution and uses of income 


Seasonal Unemployment. Many productive processes are bas^d on climatic 
conditions throughout a year. Agriculture requires a large labor force from 
spring planting to fall harvest; construction work normally lessens during 
freezing weather; manufacturing and trade may be subject to climatic 
influences, as well as custom and convention, e.g., the Christmas trade. 
Seasonal influences alone cause the demand for labor to vary normally by 
3 or 4 million from the summer peak to the winter low. Seasonal unemploy- 
ment for the most part is short-lived; some workers are able to reduce 


periods of idleness and income loss by shifting from one type of seasonal 
work to another. Some persons, like school youths, simply withdraw from 
the labor market until seasonal work resumes, and cannot therefore be 
classified as “unemployed.” Nevertheless, seasonality of work accounts for 
many low incomes and the prevalence of a low standard of living even in 
periods of high levels of national income and employment.^ 

Technological Unemployment. Improvements in production and mana- 
gerial techniques have long been recognized both as causes of labor displace- 
ment (usually in the short run) and, at the same time, of long-run growth 
in total production and in pi'oduction pet man-hour of work. As long ago 
as the eighteenth century, Adam Smith noted both effects; new machines 
“abridged labour” but also “freed labour’’ for other tasks and thus increased 
the productivity of labor. The “saving of labour” was equally evident to 
that stalwart champion of early nineteenth-century industrialism, David 
Ricardo, but he noted too tlie difficulties attendant upon the introduction 
of machines when he wrote that: “ . . the opinion entertained by the 
labouring class, that the employment of machinery is frequently detri- 
mental to their interests, is not founded on prejudice and error, but is 
conformable to the correct principles of political economy.” ^ English work- 
men at this time had frequently resorted to riots and machine-smashing 
raids in an effort to halt their displacement by machine methods. That 
new technology directly or indirectly holds the threat of unemployment 
to individuals cannot be questioned—too many skilled trades have been 
destroyed, too many industries wiped out, to admit of doubt. 

Direct displacement may be illustrated by several examples. In 1920, all 
cigars were made by hand by skilled cigar makers; by 1933, more than half 
of the total output was made by machines operated by relatively unskilled 

^Efforts to reduce seasonal unemployment are sometimes successful. In some cases 
, seasonal work may be rationalized, i.e,, spread out over the year, or additional lines of 
work or products may be added; but the major seasonal activities such as agriculture, 
construction, and other types of **outside’" work must bow to the forces of nature, 

“ David Ricardo, Principles of Political Economy and Taxation^ 8d ed. (London), 
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workers. Because of technological changes in the telephone industry, 35 
per cent more phone calls per man-hour could be handled in 1935 than in 
1929. In the railroad industry the average work done per week by an 
employee increased 75 per cent from 1920 to 1936 because of improved 
technology. 

Indirect displacement is no less far-reaching in effect. For example, ^ 
certain firm in an industry introduces new machines and equipment and is 
thereby able to produce its product at a substantially lower cost and sell it 
at a lower price. Its sales rise as a result, and it expands its employment, but 
some of its competitors may be driven to bankruptcy. If employment in the 
other firms is sharply cut or wiped out entirely, the introduction of new 
machines in one firm may be said to have indirectly displaced employment 
in others. A new product which creates a new industry and increased 
employment may also drive out another product or reduce its market, 
causing workers to be displaced (i.e., demand to fall) in an older industry. 

The loss of work, the destruction of skills, the reduced income, and 
frequent hardships of tliose displaced (if only temporarily) are among the 
important costs of technological change. The other side of the ledger, 
however, shows the great increase in man-hour productivity, output, and 
employment over the years as a result of this change. From 1929 to 1941 
one estimate shows a 34 per cent increase in the nations output per man- 
hour of work, or 2.5 per cent per year compounded.® Individual gains have 
exceeded losses in this process of growth, but in the short run and for 
particular persons and occupational groups the loss of work and income is 
an ever-present threat. 

Ctjclical Unemployment. The growth of industrialism in this and in other 
capitalist countries has been characterized by rhythmical unstability, or 
business cycles. This has been the mode of capitalist development.^ The 
recurrence of depression constitutes a potent threat to the security of wage 
earners (and others too); in some respects it is the most serious of the various 
causes of unemployment. During the upturn of the business cycle the aggre- 
gate demand for labor increases; during the downturn it declines. In the 
minor cycle (average period about 3% years from peak to peak) the decline 
in demand for labor may amount to from 1 to 3 million, but the decline is 
arrested usually within a year and is soon restored in the subsequent cyclical 
upturn. Major cycles (embracing two or three minor cycles) cause a greater 
amount and duration of unemployment. From 1929 to 1932 factory employ- 

^S. M. hiyingston. Markets After the War» United States Department of Commerce, 

^See Chap. 7 for an appraisal of cycMcp change in the economy. 
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merit declined nearly 40 per cent, and did not recover its 1929 peak until 
the first years of the war in Europe. Recurring depressions constitute the 
greatest threat to the security of urban industrial workers; this fact led to 
the adoption of unemployment insurance systems abroad and in this 
country, as means of preventing hardship, and in part to reduce the severity 
of cyclical movements. 

Secular Unemployment. The persistence of large-scale and prolonged 
unemployment may be described as 'secular stagnation or retardation,” 
arising from chronically low levels of investment. Aggregate demand for 
labor fell far short of the aggregate supply during the prewar decade; the 
1933-37 cyclical recovery in this country failed to attain relatively full 
employment, as shown in Chapter 6. This period was characterized by 
(1) a growth in labor supply of some 500,000 workers annually, (2) an 
increase in output per worker, and (3) a failure of aggregate demand (par- 
ticularly investment expenditure) to raise real output above the 1929 level. 
The influences that held investment expenditures' at Ipw ebb have been 
discussed at some length; ® it need only be said here that when investment 
is thus depressed for long periods the "abnormally” large and prolonged 
unemployment may be termed secular. 

Structural Unemployment. The migration of industry from one region to 
another, the depletion of mineral and forest resources in an area, the shift 
in demand from the products of one industry to those of another, and the 
loss of foreign markets are among the structural changes in an economy. 
Unemployment arises as a result of such movements and the maladjust- 
ments caused by them. Thus the migration of industry from New England 
(e.g., textile industry to the South and the shoe industry to the Midwest) 
caused at one time prolonged unemployment in many New England towns. 
The cutting over of timber land and the exhaustion of mineral deposits have 
left many . "stranded” workers in the Great Lakes region and the western 
states. The decline in the cotton export trade of this country impoverished 
many southern rural communities. "Depressed areas,” "decaying industries,” 
and "stranded” workers are consequences of structural changes, and until 
workers migrate to new areas, or new industries arise in place of the old, 
prolonged unemployment is found in the areas adversely affected. 

Frictional Unemployment. Along with other factors creating unemploy- 
ment, many "frictions” develop in the economic system because of its 
complexity. Sporadic strikes and temporary shortages of transportation 
equipment may hold up production of essential materials, and this in turn 

5 See especially Ckap. 7 for a revie-W- of tiie mature economy and expansive economy 
explanations of this phenomenon. ' ^ ^ 
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causes disruption of production in industries dependent on these materials. 
The temporary shortage of key workmen, a breakdown or change-over of 
machinery, will cause the layoff of many workmen. These and innumerable 
other frictions are generally more evident in a prosperity period when 
industry as a whole works on "'tight” schedules (as in 1946-47); the slack in 
a depression usually minimizes them. The workers involved may "still have 
a job” but tliey will not be working at it. 

Unemployment Levels 

The combined influence of the causes or conditions described above 
determines the level of unemployment at any given time. The dominant 
influence, however, is exerted by the volume of investment: it is of 
crucial importance in determining the level of output and employment in 
normal times. When there is a secular or long-term tendency toward 
investment growth, the seasonal, technological, cyclical, and structural 
influences on unemployment are minimized. In an expanding economy, the 
seasonal worker stands a chance of supplementing his normal seasonal 
work with other employment; the technologically displaced worker is better 
able to shift to a new occupation; the stranded worker may find other areas 
or industries worth going to; and the workers periodically unemployed 
through depression influences find the duration and severity of this unem- 
ployment lightened by the early recovery of general business activity. When, 
on the other hand, the underlying investment opportunities are weakened 
or impeded, the demand for labor in general is depressed, and unemploy- 
ment resulting from each of the specific causes is aggravated. 

Yet even under the most favorable circumstances there is an irreducible 
of unemployment. In a "full prosperity” period unemployment 
cannot be eliminated entirely. Frictions will cause some loss of work; 
seasonal influences operate in good times as in bad; here and there an 
industry or an area may be depressed; and some technologically displaced 
workers may not yet have found other work. During the war unemploy- 
ment did not fall much below 1 million, and in a full peacetime prosperity, 
such as 1947, between 1.5 and 2.5 million persons w^ere unemployed. 
When unemployment is at this minimum the economy is in a state of 
relatively full employment of its labor I'esources. In such a period hard- 
ship arising from loss of work and income does not vanish, but it recedes 
greatly in importance. The principal means of assuring a measure of 
income security and therefore of mitigating hardship is unemplo^inent 
insurance, the main features of which ‘will be discussed later in this chapteiv 
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Industrial Accidents 

Industrial accidents are a common occurrence in any industrial system. 
Estimates of the number of disabling accidents causing loss of work run as 
high as 3 million annually—or about 10 per cent of the number of wage and 
salary workers in nonagricultural employment.® These accidents may be 
classified as follows: fatal accidents, permanent total disability, permanent 
partial disability, and temporary disability. 

These accidents involve two types of losses to individuals and families: 
(1) the loss in wages, and (2) the cost of medical attention and possibly 
funeral expenses. Losses may range frorh the cost of forfeiting a few days’ 
pay and perhaps slight medical expenses, to the complete and permanent 
loss of income in cases of death and permanent' total disability, with the 
accompanying funeral costs and life-long medical and dependency costs. 
To provide a measure of financial protection, state governments beginning 
in 1911 established workmen s compensation systems (described below). 
Similar provisions are found in many countries. 

The Old-Age Problem 

The loss of earning power as a result of old age is among the greatest 
causes of low income and destitution. Undoubtedly it has always been so, 
although only in recent decades has this problem emerged as a "respon- 
sibility of society.” In earlier times, the care of the aged was almost exclu- 
sively the responsibility of family and friends; at present an increasing 
share of this responsibility is assumed by government. This change is the 
outgrowth of factors largely associated with the rise of urban industrialism. 

Urbanization has accompanied the relative decline in agriculture as a 
means of securing an income and as a context in which to live. Over half 
of the population now resides in cities and less than one fourth on farms; 
a century ago these proportions were reversed. The customs and mores of 
predominantly agricultural communities usually assure the aged members 
of a family a relatively secure means of livelihood. The family assumes as 
a matter of course the responsibility for support of its aged; the means of 
providing this support are in good part derived from tlie farm itself, and 
the aged persons are usually able to contribute to this support by performing 

®The Social Security Administration in its Annual Report for 1945 estimates that on 
any day 7 million workers ace unable to wbrk because of injury and illness, with a wage 
loss of 3 or 4 billion dollars, aniiiiiaily. Oh any day injuries alone would be the cause of a 
rmtively small fraction of this number of maa-^ys lost. 
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useful tasks *about the farm. There is, moreover, space to accommodate 
aged members; or if not, die family often can readily expand the farmhouse. 

In urban areas tlie condition of the aged is less secure in many ways. 
As already noted, urban dwellers depend mainly upon money income, yet 
the urban environment, compared with the agricultural, is generally less 
conducive to employment of older persons J The industrial discipline places 
a premium on speed and sustained effort and for this reason many industrial 
employers, and others as well, have established 'liiring age” limits which 
discourage the employment of persons beyond fifty or fifty-five and over. 
Moreoyer, minimum wage laws and union wage rates tend to discourage the 
employment of workers who have passed their most productive years; 
i.e., age is a selective influence working against the older group. 

The support of the aged by their families encounters more dijficulties in 
urban than in agricultural areas. Urban families are smaller and have fewer 
working members and therefore fewer 'liands” to support the older persons, 
who themselves are less useful in the urban environment. The financial 
demands on urban families, their normally crowded living quarters, and 
a weakening of family bonds, all contribute to the insecurity of the aged. 

Moreover, changes in the composition of the population ^ have brought 
about an increase in the number of older persons in relation to the total 
population. One hundred years ago persons aged sixty-five and over com- 
prised less than 5 per cent of the total; at present they are more than 
10 per cent and are increasing. When this group is numerically and rela- 
tively small, its support is no great burden; it becomes a large financial 
cost as its size increases. 

Other Dependent Groups 

Problems of poverty and dependence arise because of ill-health, physi- 
cal incapacity, the loss of the family income-earner who leaves depend- 
ent children, and other difficulties, both family and social Again, such 
problems have always existed, but in the present era tliey increasingly 
command public attention; large governmental and private organizations 
have been created to provide support Together with the unemployed, 
the injured, and the aged, these groups comprise a nonparticipating seg- 
ment of the population whose support is derived in large part from public 
funds transferred by taxation from the incomes of participants. 

'^This point is supported by the fact that, in 1940, only ST per cent of aged men 
in urban areas were in tlie labor force, in contrast to 60 per cent on farms. 

■ ® Discussed in Chap^' S.-‘ x. 
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PRINCIPLES UNDERLYING INCOME-PAYING POLICY 

Onee government embarks upon a policy of assuring some measure of 
income security, the underlying principles and methods of effecting such a 
policy must be clarified. Who should get government-supplied income? 
How is the amount of income to be determined? What means should be 
used to pay it? What are the purposes of the income-paying policy? 

Bases of Eligibilify 

Several principles may be applied to determine who should receive income 
from government: 

1. Only those persons or families in need, 

2. Those who had worked in specified employments, to the exclusion of 
those in other employments. 

3. Those who, while working, had earned less than a given minimum 
income. 

4. All families and persons. 

Each of these principles, or any others, must of course always be qualified 
in practice by the ultimate purpose of the government undertaking income 
assurance as this might be affected by prevailing public sentiment and 
political interests. 

When need is the standard, the number receiving governmental income 
is likely to be kept to the minimum; the number increases progressively 
as the other standards are applied. In this country, need was the sole basis 
for the receipt of relief until the workmens compensation laws were passed. 
Workmens, compensation programs adopted employment as the basis of 
eligibility, i.e., only persons employed in specified industries were eligible 
for its benefits. Unemployment compensation and old-age and survivors 
insurance under the Social Security Act also follow the employment cri- 
terion. In these social insurance programs, sizeable groups are excluded from 
benefit eligibility because they work in employments not covered by the 
legislation. At present, then, need is the basis used in relief programs, while 
the type of employment governs eligibility under social insurance. As for 
the remaining two principles, Britain and other countries base eligibility in 
part on the size of individual income, and Britain, mainly, has made some 
provisions toward universal coverage. 
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Determination of Income 

Once the selection of the eligible groups has been decided, the question 
then arises: How is the amount of income to be determined? The following 
principles are prominent among those that may be adopted: 

1. Equal income to all who are eligible. 

2. Income based on need. 

3. Income related in some way to previous income. 

An equal income to all has as a principle the virtue of simplicity. Its most 
comprehensive advocacy has been the celebrated Beveridge Report pro- 
posed in the British Parliament in 1944. Objections to this principle of 
governmental income assurance are based partly on the logic supporting 
the other two principles and partly on practical administrative grounds. 
A flat allowance adequate for a single person would be inadequate for a 
family of six; and an allowance suitable to the needs of a family in rural 
areas would undoubtedly be inadequate for an urban family of the same 
size. Should a family previously earning $3,000 a year in private employ- 
ment receive no more from government than another family that had 
managed to get by on $1,500? It can be argued plausibly that the income 
from government should be related to previous earnings. Other questions 
and objections arise as well. Can an equal income be accepted by public 
sentiment in a country where income differentials are great? To which 
racial group, occupation, and area would a fiat income payment be re- 
lated? The obvious problems involved in it have discouraged the extensive 
application of the principle of uniformity in this country. 

The payment of income in accordance with need is almost universally 
accepted in programs of income assurance. Governmental income payments 
to families or persons vary directly with their needs, as modified by the size 
of a family, its composition (i.e., ages of children), the amount of its other 
incomes, its general health, and the living cost in its home locality. Deter- 
mination of need—the amount required to relieve distress but no more— 
requires investigation; the traditional "needs tesf^ is based on this fact. 
Determination is no simple matter, for it requires agreement on a minimum 
income and a plane of living regarded as essential or desirable. "Health and 
decency'" are often regarded as constituting this minimum, but these terms 
are not readily definable, for medical authorities, nutritionists, and sociolo- 
gists may frequently disagree, as may the public, on what they constitute. 
The principle of need, therefore, is a vague and controversial basis for the 
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assurance of income by government; it is a theoretically insoluble problem; 
nevertheless, in practice, a rough approximation of relative needs governs 
a large part of governmental income payments. * 

Relating governmental income pa)anents to previous income is standard 
practice in the social insurance systems in this country. The inequality of 
income prevailing in normal employment is retained in those incomes re- 
ceived under social insurance. The skilled worker or the salaried man may 
receive two or three times as large a benefit as the low-paid unskilled worker. 
This fact is justified on the grounds that (1) the higher income groups are 
accustomed to a higher standard of hving and therefore need more than the 
low-income group, and (2) the higher income groups pay more in taxes to 
the social insurance fund than do low-income groups. In the actual operation 
of social insurance systems this principle is modified so that the relative 
inequality of .previous incomes is reduced. Modification is occasioned by 
considerations of need, since the total amount of money usually available is 
limited; if inequality was strictly maintained the lower income group would 
receive only a token income. The determination of income in productive 
employment is more rigorously defined than in the nonparticipating or non- 
productive status. Limitations are imposed by productivity on personal 
services by the market relationships, while governmental income payments 
to nonparticipants in the productive system obviously have no such guide; 
instead public sentiment, conceptions of need, political pressure, and other 
considerations rule in the determination of this income. 



Methods of Assuring Income 

The means employed by government to assure a measure of income 
security likewise vary. The principal methods are relief, social insurance, 
and public employment. These represent not only difiFerent methods avail- 
able to government but also different claims of the indhidual to govern- 
mental income payments. 

A relief payment is a public gratuity. Need— destitution or the threat 
of destitution— is tire claim of the person or family to this gratuity. This 
claim is not a legal right to relief payments established by law; public relief 
agencies merely have the obligation to relieve distress as they see it. The 
payment of relief involves no quid pro quo; nothing in return is expected 
of the recipient, and nothing is required of him in advance-^destitution is 
the only prerequisite.^ The number of persons receiving such payments, the 

9 There are, of ootae, legal: requiem residence in a county or state for a given 
period of time. 
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total amount paid out for this purpose, and the timing of this flow of 
governmental income depend upon the severity of destitution and the 
current attitude of government toward the problem. 

The principal relief programs now in operation are: (1) old-age assistance, 
a co-operative federal-state relief program providing income to more than 
2 million destitute aged persons; (2) aid to dependent children,, the blind, 
and other handicapped persons, numbering some 600,000 persons or families 
and financed jointly by Federal and state governments; (3) state and local 
general relief (ox poor relief), under which a half a million persons or 
families received aid during 1946. These programs are an outgrowth of the 
traditional local poor relief system which had its origin in colonial enact- 
ments, which in turn were patterned after the Elizabethan poor laws of 
1601. Recent trends in the movement toward income security have been 
away from the traditional methods and conceptions of relief, partly because 
of the social objections to poor relief as demoralizing, and partly because 
of the broader economic purposes underlying recent income security 
programs. , 

Social insurance differs from relief in that (1) the social insurance recipient 
has a right to benefits based on law; (2) he receives the benefit automatically 
upon satisfaction of certain legal and administrative conditions; (3) the 
benefit is paid whetlier he needs it or not; (4) the amount of the benefit is 
related to previous earnings; and (5) previous contributions must be made 
by him or his emj)loyer, or both, to the social insurance fund from which 
benefits are eventually paid. Poverty is not a requisite; the weU-to-do are 
as eligible as the poor. No social stigma is attached to these payments 
because the recipient has a "right” to them, and in some cases, he has paid 
taxes for the financing of these programs. 

These features render social insurance more desirable than poor relief on 
social grounds. Under poor relief the recipient must first exhaust his 
personal resources— savings, personal property, and private charity— before 
he is eligible to receive relief payments. Social insurance programs usually 
avoid this painful and humiliating process; indeed, the prevention of desti- 
tution is their principal purpose. 

Public work is a method of income assurance quite diflferent from the 
others; it involves a direct quid pro quo— wages are paid in return for pro- 
ductive service. Two types of public work programs may be distinguished: 
(1) work relief, and (2) normal public works. Work relief featured promi- 
nently in the prewar decade, wheu as many as 4 million persons were 
employed at one timq on work rdiaf projects. The purpose of such a pro- 
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gram is to give employment per se; the work accomplished is a secondary 
consideration. Normal public works, on the other hand, lay the emphasis 
on projects, or the completed work per se, and not on rendering direct 
employment. However, indirect employment (in producing materials and 
equipment for public works projects) may be substantial. Another contrast 
may be noted. The basis of employment on work relief is need; on public 
works this is no consideration, for work is offered under the hiring conditions 
normally prevailing in the construction industry. 


Purposes of Income Assurance 

The purposes of the assurance of income have been suggested in part by 
the foregoing discussion. These purposes include: 

1. The alleviation of distress. 

2. The prevention of distress by maintaining given standards of con- 
sumption. 

3. The maintenance of total consumer expenditure; this involves an 
increase in the spending ratio (a decrease in the saving ratio) for the 
economy as a whole, in order to contribute toward (a) increased 
economic stability, and (b) increased levels of output, income, and 
employment. 

The alleviation of distress was the sole object of the traditional relief 
system here and elsewhere, and it remains so in the present programs of 
relief. The growth of social insurance, however, marked the appearance of 
a policy for the prevention of distress or destitution. To accomplish this 
puipose it is necessary that (1) the population be adequately covered by 
social insurance, (2) all hazards that lead to destitution be encompassed 
in it, (3) benefit payments be made promptly, and (4) these benefits be 
large enough to cover minimum family needs. 

The maintenance of total consumer expenditure, or purchasing power, 
attained prominence in this country during the 1930's, especially as part of 
the mature economy proposals.^*^ In this thesis, relief, social insurance, and 
public work programs are regarded as means of bolstering consumer spend- 
ing, provided that their funds are derived (1) in short periods from govern- 
mental borrowing, and (2) over long periods from taxes on high incomes. 
This involves basically a redistribution of income in favor of the lower end 
of the income scale, and a consequent increase in the spending ratio for 
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the economy "as a wliole.^^ The purpose involved here is economic and is 
predicated upon the view that economic expansion in this country requires 
a diminution of the savings ratio in favor of consumption. This view, how- 
ever, is debatable. If expansion maintains its former stride— with no govern- 
mentally induced increase in the spending ratio— then this economic purpose 
of security programs loses its raison detre as a national policy measure. 
And if pursued under these circumstances, it would perforce retard the 
growth of capital and long-run expansion. This is precisely the fear of those 
who dispute the mature economy view; for them the assurance of income 
should be limited to social purposes only. 

It should be observed that economic expansion in other countries, par- 
ticularly those that suffered extensive war damage, may require a reduction 
in their traditional consumer spending ratio. Under these circumstances, a 
growth in social insurance and related programs might impede long-run 
economic expansion. For example, the increase in Britain's social security 
program is likely to be at the expense of capital growth and long-term 
expansion of output. The rebuilding of Germany, too, would be retarded 
by a substantial growth in social insurance and relief. 

THE PRINCIPAL PROGRAMS 

The discussion turns now to a brief description of the main programs of 
income assurance. First to be considered are those established for the 
protection of wage earners: workmens compensation and unemployment 
insurance. This is followed by a description of old-age insurance, survivors' 
insurance, old-age relief, and other programs. 

Workmen's Compensation 

Accident insurance was the first form of social insurance to be adopted in 
this country. It was established gradually by state legislatures because of 
the inadequacy of the traditional employers' liability laws in meeting the 
social problems arising from industrial accidents. Consider briefly the main 
features of the employers' liability laws: (1) they sought to determine who 
was responsible for causing or contributing to accidents; and (2) payment 
for injuries sustained was determined by litigation. The injured workman 
was forced to institute damage proceedings against tire employer, if no 

^ mentioned in the preceding chapter, this objective is sought not only tlirough 

governmental income-paying programs but also through union wage policies, minimum- 
wage legislation, and related social and economic legislation. 
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voluntary and acceptable settlement could be made. In any given case the 
court might fix responsibility for the accident on (1) tlie employer or his 
agent (foreman or supervisor of the injured), (2) the injured workman him- 
self, (3) a fellow worker, or (4), in its wisdom the court might find the 
accident to be an act of God” and therefore beyond human responsibility. 
The injured person obtained damages only if the employer or his agent was 
found by the court to be the responsible party. Litigation was usually a 
lengthy and costly procedure; meanwhile the injured person and his family 
often had to resort to private charity or local poor relief. And often, too, the 
injured person received no damages. 

The purpose of workmen's compensation legislation is to prevent distress 
by providing a prompt and assured payment to the injured worker or his 
family without raising the question of legal responsibility for the accident.^^ 
This legislation endeavors to make industrial accidents a cost of production, 
paid directly by industry. Employers are required to insure against injury 
of employees engaged in actual work; premiums are paid by employers 
either to private insurance companies or to state insurance systems which 
pay medical expenses and compensation benefits to injured workers or their 
survivors. These premiums, which are similar in all respects to the cost of 
insuring against fire, theft, or other risks, are related directly to the risk of 
injury; the greater (or lesser) the incidence of disabling accidents the greater 
(or lesser) is the cost of workmen’s compensation premiums to the employer. 
Legislation thus has provided a financial incentive to industry to reduce 
accidents through safety and accident prevention measures.^^ 

From the employer s point of view, workmen’s compensation removes the 
question of responsibility and the problem of damage suits.^^ The risk, as 
measured by his premium payments, becomes a certain or definite cost of 
his business operations which he seeks to cover in the sale price of his 
products. The injured worker, on his part, has the assurance of an income, 
in lieu of a possibly larger but more uncertain and delayed damage payment 
from his employer under employers liability legislation. Workmen’s com- 
pensation is not a full restitution of the wage losses sustained by the injured 
worker; this is justified on the grounds that his own responsibility (if any) 

" ^2Xhis point needs qualification. State laws usually provide that in cases of gross or 
willful negligence on the part of the injured no compensation is payable. 

xhe incentive feature in this form of social legislation and the consequent reduction 
in accident risk had a profound influence on the formulation of unemployment com- 
pensation legislation in the 1930's, as is indicated on pp. 883-84. 

Except in employments excluded from worlonen's compensation and in special 
: caises covered by compensation, e.g., if Willfii .negligence is involved. 
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is usually disregarded and he is not required to show proof of employer 
responsibility. 

Most of the wage earners in manufacturing, mining, trade, service, and 
construction industries are covered by workmen's compensation. In case of 
injury while at work, weekly benefit payments are made to the injured 
worker ranging from one half to two thirds of his weekly wage. Such weekly 
benefits, however, are subject to maximum and minimum limits; the maxi- 
mum in some states is as high as $25, the minimum as low as $5. If the 
accident causes permanent total disability a few states provide benefit 
payments for life; usually, however, payments stop at the end of five or 
seven years. Pennanent partial disability (e.g., the loss of an arm) is com- 
pensated hormally on the basis of a schedule of payments for prescribed 
types of injury. When an accident is fatal the survivors are usually paid 
weekly benefits for five years and sometimes longer. Medical and hospital 
expenses are provided in the state laws, ranging from a maximum of 
$100 in some states, to “all necessary aid” in about one third of them. 

Workmen's compensation, of course, is not intended as a means of 
compensating total losses and costs; indeed in only a few states is it likely to 
cover as much as half the wage losses and other costs, and in some of them 
the percentage is much lower. Its purpose is to offset enough of the losses 
to prevent the pauperization of the family— enough to tide the family over 
until the injured person is able to return to work. Before this purpose is 
attained for workers covered by insurance, however, much reform is 
required in half or more of the states; and all states should extend cov- 
erage to groups now excluded if this purpose is to prevail for all who are 
subject to work accidents. All state systems, too, generally ignore occu- 
pational disease as a cause of disability, and this is a grave shortcoming. 

Unemploymenf Compensation 

Unemployment insurance or compensation was established in this country 
as an outgrowth of the unemployment crisis of the 1930's. Before this time, 
many reformers had advocated this means of income assurance, patterned 
after the plans in effect in Great Britain and elsewhere. However, employer 
opposition, trade-union opposition and indifference, and the lack of general 
public support prevented its adoption. The. Social Security Act of 1935 
encouraged the adoption of unemployment compensation by all the states.^® 

This act prompted the adoption of unemployment compensation by the 

Except the Wiscoiisin system, which hsid already been established by the state in 
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states in the following way: a federal excise of 3 per cent is levied on the 
pay rolls of employers with the proviso that they may deduct— up to 90 
per cent of the amount of this tax— any state tax they pay for unemploy- 
ment compensation. Suppose the federal pay-roll tax on an employer is 
$1,000, and that he also pays $900 to his state government for unemploy- 
ment compensation. The law permits him to credit this latter amount 
against the federal tax, reducing it to $100. If a state had no unemploy- 
ment compensation system, the entire $1,000 would be paid to the Fed- 
eral government for possible disbursement to the unemployed of not only 
his but all other states. To avoid this and to relieve its unemployed, each 
state promptly and 'Voluntarily” established an unemployment compen- 
sation system. 

In addition to the tax credit or offset, each state receives a grant from the 
Social Security Administration for the administrative expenses of its unem- 
ployment compensation system provided it meets certain federal require- 
ments. These include (1) suitable administrative methods, (2) payment of 
benefits through federally approved public employment offices or other 
public agencies, and (3) the transfer of state unemployment compensation 
tax funds to the safekeeping of the Unemployment Compensation Trust 
Fund in the Federal Treasury. 

The federal excise on pay rolls is levied on those employers who employ 
8 or more workers for at least 20 weeks during a year. The tax rests on each 
employee's wage or salary up to $3,000 annually. All employment, however, 
is not subject to this federal tax. In addition to employers hiring fewer than 
8 workers and employing workers less than 20 weeks during a year (if only 
for one day a week), the law exempts such employment as: maritime labor; 
service in nonprofit religious, charitable, and educational institutions; 
domestic service in private homes; agricultural labor; all government 
employment; and railroad workers (who have their own unemployment 
compensation system). As a consequence some unemployment is not corn- 
sated at all, principally among the lowest paid wage-earning groups in the 
economy— agricultural workers, domestic servants, many employees working 
in small establishments, and workers who depend upon casual employment. 

The benefit provisions of the state systems may be summarized. Benefit 
payments are approximately half the average weekly earnings of the un- 
employed worker in "covered employment,” but each state establishes a 
maximum limit which ranges from $15 in some states to $28 in others. 
/ Approximately three quarters of all employees covered by these systems in 
: 1946 resided in states wiiii benefits of at least $20. The maximum 
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number of weekly benefit payments that may be made during a year to an 
unemployed worker ranges from 14 weeks in some states to 26 in others. 
Actual benefit payments now average $18 to $20 weekly. 

Financing Unemployment Compensation. Unemployment compensation 
is financed wholly by specific taxes or contributions imposed on employers 
for this purpose by the states.^® In all but one state this tax is 2.7 per cent 
of the wages paid by enterprise. Since this is 90 per cent of the 3 per cent 
federal excise on pay rolls, employers are able to credit their entire state tax 
against the federal tax. The funds thus raised by the states are deposited 
in the Unemployment Compensation Trust Fund to the account of each 
state and invested in federal interest-bearing securities. The money in this 
fund constitutes the available for the payment of unemployment 

compensation; in fact, the fund is comprised of 51 reserves for the 48 states, 
Alaska, the District of Columbia, and Hawaii. As money is needed for the 
payment of benefits, the Federal government transfers it to the states, 
charging each staters reserve for the amount transferred. Tax receipts, 
therefore, add to the reserves of the states held in the fund, and benefit 
payments by the states draw their reserves down. 

Although the normal state tax is 2.7 per cent of pay rolls, most of the 
states peimit a reduction in this tax for employers who maintain stable levels 
of employment. This is termed experience rating or merit rating. Thus, 
when the taxes paid by an employer exceed the unemployment benefits 
paid to his discharged workers, his tax rate is reduced. Just as the prospect 
of a lower premium induces industry to minimize the hazard of industrial 
accidents, tax reduction under experience rating endeavors to encourage 
industry to reduce the hazard of unemployment. The parallel between 
industrial accidents and unemployment, however, is at best a limited one. 
The reduction of accidents is subject to contml by the management and 
workers in a plant through safety measures, discipline, and education. But 
the causes of unemployment are largely beyond control of the management 
and workers of a plant; these causes are governed primarily by the market 
for the goods produced, i.e., by changes and shifts in demand for the 
products of industry, and by other causes described above. The principal 
eflFect of experience rating is to reduce the unemployment compensation 
tax rate on industries that are inherently stable, while it can do little toward 
stabilizing employment in industries subject to large seasonal and cyclical 
movements. It should be noted that ""stabilizing” employment is not synony- 

In a few states employees are also taxed, , but this accounts for only a small poxt 
of the total funds raised for unemployment compensation. 
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mous witli reducing unemployment, although experience rating assumes 
these to be virtually the same thing. 

Tax receipts flowing into the reserves vary in accordance with the level 
of employment and pay rolls; the flow increases in a period of prosperity 
and diminishes in a period o£ contracting employment and pay rolls. The 
withdrawal of funds follows an opposite course, decreasing in a prosperous 


period when unemployment is low, and increasing in a recession period as 
unemployment mounts. The tax and benefit provisions of an unemploy- 
ment compensation system should be designed to build up a reserve in 
good times for disbursement in periods of need. From their inception in 
the mid-1930s through the war years, the state systems in this country 
have had reserves adequate to meet their needs. In fact, total reserves 
aggregated 7 billion dollars in 1947. 

Unemployment compensation is frequently referred to as the "first line 
of defense'’ against unemployment. The expression is apt, for the eligible 
unemployed receive benefits within a few weeks after loss of work, but 
exhaust their benefit rights usually within four to six months. Benefit pay- 
ments during this period prevent undue hardship, and if a slump iq employ- 
ment is of short duration, the program is effective in tiding over the period 
of idleness. However, unless private or public work is available at the 
expiration of the benefit period, the unemployed face the prospect of 
destitution. Unemployment compensation is of no help to the long-duration 
unemployed. 

By what means can income be made available to workers whose benefits 
have been exhausted? One obvious step is to increase the length of the 
benefit period, as some states have done, but there arises the difficulty of 
maintaining payments from a fund supplied by a fixed rate of taxation. 
If additional money were made available by appropriations of Congress, 
payments , could be extended greatly; this would of course convert unem- 
ployment compensation into a virtual relief program, as was done in Great 
Britain in the late 1920's and early 1930 s. Relief and public employment are 
alternative means of governmental assurance of income to those who have 
exhausted their benefits and to those who are by law excluded from 
unemployment compensation. 

' Unemployinent compensation not only mitigates the hardships of short- 
term unemployment but it also acts to cushion the decline in purchasing 
power at the outset of a depression. Nearly half of the wage losses are offset 
by benefit pa3unents, thereby lessening the deflationary impact of unem- 
ployment on consumer expenditures and on production and employment 
ill the constiiner, goods Jndustries. a minor recession this influence may 
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moderate the decline and hasten revival, but it cannot maintain consump- 
tion during a major depression. 

Old-Age and Survivors^ Insurance 

Old-age insurance was inaugurated by the Social Security Act of 1935; 
extensive amendments to this federal statute in 1939 modified this program 
and added insurance benefits for the survivors of those covered by the act. 
There follows a brief description of this comprehensive system of social 
insurance. 

The Old-Age and Survivors' Insurance system is a federally operated 
program nationwide in scope which covers the bulk of the wage and salary 
workers of the country. Emplo 5 nnent in manufacturing, retail and wholesale 
trade, privately owned public utilities (except raihoad transportation), 
mining, the service trades such as service stations, hotels, beauty shops, 
and theaters, come under the legislation. Large occupational groups are, 
however, excluded, such as: farm labor, domestic servants, public em- 
ployees, railroad workers, employees in nonprofit organizations such as 
educational, charitable, and religious institutions, and self-employed per- 
sons such as faimers, doctors, lawyers. 

Persons covered by the old-age insurance system receive retirement 
benefits or annuities at age sixty-five if they retire, or later upon retirement. 
The amount of the benefit depends upon previously earned income in 
covered employment and the number of years a person has worked* The 
Social Security Administration keeps records of wages and salaries earned 
by persons covered by the program; from these records it determines each 
persons average monthly income, and upon retirement the benefit is 
calculated as follows: (1) 40 per cent is taken of $50 of this average income, 
and (2) 10 per cent is taken of the excess over $50 and up to $250. The sum 
of these two calculations is then increased 1 per cent for each year the 
insured person has been covered by the program; this is the monthly 
annuity (primary benefit) for a single person. The aged wife of an annuitant 
is given a supplemental benefit (wife's benefit) equal to half the primary 
benefit of her husband. Upon the death of the annuitant, the widow 
continues to receive a benefit until her death. 

When a person in this program dies before his retirement, provision is 
made for survivors' benefits to his widow and dependent children, and in 
some cases to his dependent parents. Benefits to the surviving family cannot 
exceed $85 monthly or fall .below $10. Table 94 gives a summary of 
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Table 94 number and types of benefits and average 

BENEFITS: OLD-AGE AND SURVIVORS’ INSURANCE, 


Jyne^ 1946 


Type 

Number 

Average benefit 

Individual old-age annultanfs 

427,000 

$23.80 

Individual and wife 

193,000 

38.80 

Individual and one or more children 

11,000 

40.90 

Widow only 

115,000 

20.20 

Widowed mother and one child 
Widowed mother, two or more 

66,000 

34.20 

children 

57,000 

50.00 

Children only 

113,000 

22.90 

One or more parents 

Source: Social Security Administration. 

6,000 

14.20 


The Financial Arrangements 

This social insurance system is a compulsoiy, contributory system which 
is financed by taxes levied on persons in covered employment and on their 
employers. Each person is subject to an income tax amounting to 1 per 
cent on his income up to $3,000 a year; income in excess of $3,000 is not 
taxed. Each employer, in turn, is taxed 1 per cent of his payroll, but not 
on any individual wage or salary in excess of $3,000 per year. The system, 
therefore, raises half of its funds from those who eventually will receive 
benefits and half from their employers. As in the other forms of social in- 
surance already discussed, the employer tax is added to the cost of doing 
business; and the tax on individuals may be viewed as ‘'compulsory sav- 
ings’" on their part for the purpose of old-age security. 

Tax receipts go into the Federal Treasury but are not “earmarked” or 
set aside for old-age benefit purposes; they are spent as promptly as gov- 
ernment spends its other tax receipts. The old-age insurance system ob- 
tains its money, then, from an annual appropriation from Congress in an 
amount approximately as large as the old-age tax receipts. The money 
thus appropriated is used to pay benefits and cover the other costs of the 
system; excess funds go into the Old-Age and Survivors’ Insurance Trust 
Fund in the Federal Treasury and are invested in interest-bearing United 
States securities. The interest payments on these securities accrue to the 
fund. 

From 1937 to the latter part of 1946, appropriations to the fund had 
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totaled 8.6 billion dollars, and the interest earned on fund securities 
amounted to 600 million dollars. This total of 9.2 billion dollars represents 
the money available to the old-age system during the decade following 
its inception. Expenditures from this fund for benefits and costs of opera- 
tion amounted to 1.3 billion dollars for the same period, leaving a reserve 
in the fund of nearly 8 billion dollars. 

The cost of the Old-Age and Survivors' Insurance system will in the 
course of time amount to several, and possibly many, billions of dollars a 
year. For this reason the financial arrangements are important. Several 
major forms of financial provision are possible. Two of these deserve brief 
comment, for they portray the financial issue at hand. One may be termed 
full reserve and the other, pay-as-you-go. 

The full reserve plan is one that takes into account the future liabilities 
(i.e., future demands for benefits) of the system and builds up a reserve 
to meet them. Each year the system operates liabilities grow larger as peo- 
ple at work increase their benefit rights. The full reserve plan would add 
each year an amount to its reserve sufiSicient to cover in full future claims. 
A full reserve plan, therefore, requires large annual revenue (presumably 
by taxation) and heavy investment in securities to accrue interest. In the 
original act, the old-age insurance system embodied these principles, but 
opposition forced the full reserve to be abandoned in 1939. 

At the other extreme,^ the pay-as-you-go plan makes no reserve provision 
for liabilities currently undertaken which must be met in future years. This 
plan merely raises each year sufficient funds to meet current benefit claims. 

The issue involved between these plans is intensified by the fact that 
Old-Age and Survivors'Tnsurance is a system which begins its operations on 
a small scale and later, after two or tliree decades, must pay out great sums 
in benefits each year. The pay-as-you-go plan would require higher social- 
insurance tax rates in future years than at present, while the reserve plan, 
by building up the fund with direct appropriation and interest payments, 
would seek to keep taxes relatively equal between early and later periods. 

The present Old-Age and Survivors' Insurance system falls somewhere 
between these opposing plans. Its reserve is termed a 'contingency" reserve, 
not a full reserve; its tax rate is higher than required for current operations, 
but not high enough to create a full reserve. Therefore the present tax rate, 
plus interest on its contingency reserve in the future, will undoubtedly pro- 
vide less money than will be needed to pay benefits in the future. At some 
future date social-insurance tax rates either will be increased, or the added 
revenue will be obtained from other tax sources or from borrowing. 
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Other Old-Age Insurance Plans 

Railroad employees have a separate old-age retirement and survivors 
insurance system, as well as a separate unemployment insurance plan, This 
system is federally operated and covers all railroad and related workers, 
numbering at present nearly 3 million.^^ It provides retirement and sur- 
vivors insurance paralleling the social security system, and in addition 
grants disability benefits. To finance the plan the Federal government levies 
a 5% per cent tax on the wages and salaries of covered employees and the 
same rate on the pay rolls of the railroads. In both cases, individual income 
in excess of $300 monthly is not taxed. The tax rate on both employees and 
employers is much higher than that of the social security system— 5% per 
cent in contrast to 1 per cent— but in return for the higher tax railroad 
employees receive more liberal benefits. In 1946, 180,000 persons received 
an average of $104 monthly under this retirement plan. 

Other social insurance systems such as the retirement plan of the Civil 
Service Commission for fedei*al employees cover special groups of retired 
and disabled persons. This is also a compulsory, contributory system; em- 
ployees and government both contribute 5 per cent of salaries and pay roll, 
respectively. In 1946 about 10,000 retired federal employees received an 
average monthly benefit of $80. In addition, many state and local govern- 
ments have established retirement plans for their *employees. Retirement, 
disability, and survivor benefits under the Veterans Administration are paid 
on a large scale; in 1946 the number of beneficiaries exceeded 3 million, at 
a total cost above 1.5 billion dollars. 

While the retirement and survivor systems described thus far are govern- 
mental programs, a large number of private retirement plans have been 
established by employers which are often fiinanced by employers and em- 
ployees jointly. Most of these plans have been initiated by corporations, 
although in some cases under the impetus of union pressure on employers. 
Many private plans have either been initiated or adapted to supplement 
the somewhat inadequate benefits provided by the Old-Age and Survivors" 
Insurance system. 

Employees of railroads, sleeping-car, and express companies subject to tlie Inter- 
state Commerce Act, and of companies controlled or owned by tlie carriers and en- 
gaged in performing service in connection with railroad transportation, are covered. 
Employees of railroad associations, national railway labor organizations, and employee 
representatives are also covered. 
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Governmental Relief Programs 

In addition to old-age insui'ance, the Federal-State Old-Age Assistance 
program provides relief payments to persons aged sixty-five and over who 
are in need. This program is operated by the states under standards estab- 
lished by the Federal government and with the financial assistance of the 
Federal government. It is a noncontributory program and its benefits are 
not contingent upon or determined by previous employment. It is a com- 
plementary measure to old-age insurance, for those excluded under the 
latter system may receive old-age assistance payments; and old-age an- 
nuitants who receive inadequate insurance benefits may have them sup- 
plemented by this relief program. 

This relief program is an outgrowth of the old-age pension plans that 
had been in operation in some states before the depression of the 1930V. 
Federal grants began witli the Social Security Act of 1935. In the latter 
part of 1946, 2.2 million persons were aided; the average old-age relief 
payment to this group was approximately $30 per person per month. These 
payments are not received as a matter of legally established 'right”; gov- 
ernment merely assumes the responsibility of alleviating distress. 

State programs, aided by federal grants, have been established to pro- 
vide incomes to blind persons and dependent children in need. In recent 
years tlie number of dependent children whose mothers have received 
public money for their support has varied from 600,000 to 1,000,000 a year. 
In addition, state and local governments give relief payments to several 
hundred tliousand persons in need who fail to qualify under any of the 
other programs described previously: those not old enough to receive old- 
age benefits, those ineligible to receive unemployment insurance benefits, 
those who have exhausted their benefit rights— the poor who are unable to 
work and earn an income but have no private means of support. 

SOME ECONOMIC CONSIDERATIONS 

Social insurance and related programs involve both a money cost and a 
real cost to individuals. Most of the money costs are specific taxes, such as 
the social security and railroad retirement taxes. Others are not specific, 
such as the costs of old-age relief and aid to dependent children which are 
financed by general tax revenues. The costs are therefore compulsory on 
those taxed, and currently amount to several billion dollars annually. 

The money thus raised involves a transfer of income from persons taxed 
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to those receiving benefits; the latter are able thereby to cohsiime more, 
while those who bear the tax spend (or save) less. Those who hear the tax 
may not be those who pay it in all cases. The tax on employers for social 
insurance may be borne by the owners of industry, or passed on to the 
buyers of their products in higher prices, or offset by increased economies 
in production. In any case, however, governmental assurance of income to 
nonparticipants involves a transfer of real and money income from those 
who bear the tax to those who receive benefit payments. 

This point bears directly on the effect of social insurance on purchasing 
power. The opinion is frequently expressed that social insurance “creates” 
purchasing power. This is an illusion so long as the benefits are financed 
by taxation and other contributions. There is no creation, but merely a 
transfer of income and consuming power from one person to another or 
from one group to another. The effect of the transfer at any given time 
may encourage consumption in the economy and reduce savings. But this 
might also reduce consumption in the long run. This is not to say that a 
reduction in savings because of a transfer of income nacessarily means a 
lessened consumption in the future. Under some circumstances it may 
mean more future consumption; i.e., if current investment opportunities 
are meager and economic resources are not fully used, a transfer of income 
from savings to consumption expenditure would tend to maintain a higher 
aggregate demand and therefore output, employment, and income. Under 
these circumstances, present consumption will be—and future consumption 
may be— increased by the transfer of income. On the otlier hand, if current 
investment opportunities are abundant and resources are fully emi3loyed, 
a transfer of income from savings to consumption expenditure would lessen 
the funds and the economic resources available for investment purposes. 
This would restrict the future output of consumer goods and therefore 
consumption. As already noted, large social insurance commitments in 
Britain threaten to retard future capital expansion in that country. 

The distribution, or sharing, of costs among economic groups is a matter 
that will grow in importance in future years because aggregate costs will 
increase enormously. Two questions arise: Who should pay the costs (taxes)? 
and Who will bear the costs? The answer to the first question is in practice 
largely a matter of political expediency, and the answer to the second is 
given in part by the shifting and incidence of taxation.^^ As already sho'snm, 
employers in this country pay the , bulk of social insurance taxes and con- 
tributions, while employees pay a relatively small part. The employee is 
taxed because he and his family will receive benefits; in effect, such a tax 
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asserts the individuals responsibility to save and provide for himself, but 
compulsion is exercised to assure that he does. The employer tax rests partly 
on political grounds, and partly on the assumption that low-income groups 
cannot pay in taxes as much as is needed for social insurance. Implicit also 
in this division of taxes is an ethical premise that those more able should 
help those who are less able. The employer tax, however, is probably shifted 
to some extent. That part which can be and is shifted may appear in the 
price of commodities and services in the long run, although the shifting 
may take other forms. 

In some other countries the cost of social insurance rests more heavily 
on employees than is the case in this country. However, in other countries 
the national governments usually assume part of the cost from general 
tax revenues. This practice has arisen largely because the burden was be- 
lieved to be too great to be borne by employees and employers alone 
through specific taxes. To add to employer costs might, by increasing pro- 
duction costs, reduce the ability of producers to sell their products in 
foreign markets. To add to the employee tax might create political difficul- 
ties and unrest. As social insurance develops and expands its costs grow 
also, and the problem of sharing the cost assumes political and economic 
importance. 

As already noted, one basic economic consideration is the influence of 
social insurance taxes and expenditures on spending-saving ratios. Another 
is the influence of the method of distributing costs on economic incentives. 
The tendency in this country is to shift some part, and possibly a large 
part, of the cost of social reform to the high-income groups by means of 
the progressive income tax. This tendency finds popular support among 
the masses of low-income recipients and those who speak for them, As 
social insurance costs increase, this view may grow in popular appeal, for 
a tax on a low or moderate income is no more popular to those who bear 
it than a high tax on high incomes. Politically the difference lies in the 
greater number of low and moderate incomes and the relatively small 
number of high incomes. Yet political expedience may lead to tax policies 
inimical to investment expenditure. 

In an earlier chapter it was said that the controversy’' over long-run in- 
vestment prospects was enlivened by strong sentiments relating to the 
strength of the underlying forces of expansion in the economy; the con- 
troversy has been noted more for the heat than for the light it has thrown 
on the subject.^^ As the social insurance program has developed thus far, 
its financing has probably had little effect on the spending-saving ratio 

See Chap. 7 for tlie several views on the question. 
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and upon long-run investment prospects. Prewar tax-reform programs and 
the necessities of war finance have had more influence on incentives and 
Oil spending-saving activities than has social insurance. As social insurance 
grows in importance, however, these economic considerations will grow 
also. In the long-run formulation of policy relating to the sharing of costs 
the following point should be stressed: social insurance and other transfer 
payments do not create purchasing power; they represent a shift in pur- 
chasing power from one group to another. Nor do these payments repre- 
sent the production of any part of the national output; they are nonpar- 
ticipating incomes. The material well-being of those who receive these 
benefits and the well-being of the rest of the population rests largely upon 
current production of consumer commodities and services and upon the 
^production of capital facilities for future consumption purposes. As Eng- 
land has discovered, social insurance, however great its social advantages, 
is largely an unproductive enterprise. Since its success can be assured only 
by high levels of output and economic expansion in the long period, social 
security is necessarily subordinate to long-term economic growth. 
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PART IX 

TYPES OF ECONOMIC SYSTEMS 


CHARTER 41 

Proposals for Reform 


This book has mainly been concerned with describing and analyzing the 
operation of the economic system of the United States^ which has been 
variously referred to as a 'Tree enterprise,” a 'price ” or “competitive” or 
“capitalist” economy. At numerous points in the preceding chapters, par- 
ticularly in “Prospects of Economic Progress” (7), “Price Contror (2S), and 
“Government and the Economic System” (30), mention was made of other 
economic systems— either extant or theoretical It has, for example, been 
pertinent to compare and contrast the methods as well as objectives of 
collectivist economies with those of capitalist economies in such economic 
processes as regulation of prices, allocation of resources, and public regu- 
lation of production. In the chapter on “The Prospects of Economic Prog- 
ress,” in which certain major points of view toward the adequacy of 
present-day capitalist system as a means of production and distribution and 
as a kind of social organization were described, the wide range of possible 
modifications and alternatives to tliis system is suggested. It is now neces- 
sary to examine the most significant alternate economic systems that exist 
in the modern period both in practice and in theory. 

For most purposes, capitalism cant be defined as an economic system in 
which: (1) production is carried on for a market, and each producer seeks 
to maximize profits; (2) resources (“capital”) are privately owned and are 
freely disposable by their owners (free enterprise and freedom of contract); 
(3) some persons employ the services of others, Tire third point in the defi- 
nition is often expressed, as the ■ separation of the workers from the means 


894 TYPES OF ECONOMIC SYSTEMS 

of production.” Now; capitalism in this sense does not exist throughout the 
American economy, although it is of course the dominant institution. A 
considerable volume of production is carried out by government, which 
does not produce for a market, although even here there exists a separation 
of “the workers’" from the ownership of “the means of production/’ Fur- 
thermore, this definition does not fit .much of American agriculture, for 
although farmers produce for a market the owner-cultivator is both a 
laborer and the possessor of his “means of production/’ Nor does it apply 
to the independent professional people and to one-man business enterprises. 
It is also true that in its present form the American economy tolerates con- 
siderable restriction of freedom of enterprise and freedom of contract; 
public utility and labor legislation exemplifies such restriction. Moreover, 
the existence of labor unions has significantly changed the position of the 
wage earner vis-a-vis the employing owner of capital. 

Thus the present American economy consists of a complex set of chang- 
ing institutions and processes and laws; it perhaps cannot be labeled di- 
rectly as “capitalism” in the terms of the definition here. However, several 
decades ago this definition would probably have suflSced with slight modifi- 
cation. Since it is a basic description— keeping in mind important qualifica- 
tions— one can reasonably and with convenient simplification use it in com- 
paring capitalism with other economi.es. 

It is to be emphasized that capitalism is a system, an economic and a 
social system. Although tliere is no “economic constitution” which sets 
forth the framework of capitalism, nor a general code for its operation, 
capitalism is an organized method by which wants are satisfied within a 
society; it is recognized by the habits and, to some extent, morals of society 
and it finds political sanction as a system in various laws which either pro- 
tect or assert (or even abridge) certain individual measures by which it 
opei'ates.^., Thus it is perfectly logical to speak of capitalism generally and 
to regard it as a concerted and defined economic organization of society. 

SOCIALISM 

Socialism is a proposal for an alternative economic and social system. It 
may be defined as a system in which all or a major part of economic re- 
sources are directly controlled by government (“government ownership of 
the means of production”), for the purpose of satisfying wants in ways 
determined by government (“planned production”). This definition is broad 
enough' to embrace all of the important and most of the lesser of the many 
1 See Chap. 30, pp. 647r5L : 
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schools of socialism. Socialists themselves have always emphasized that 
capitalism is a system, that the misfortunes, ills, and miseries of men ^re 
due to the system as such. It is the belief of the socialist that it is not 
within themselves but within the economic system that men’s inhumanity 
to their fellow men has been found. It follows in the socialist view therefore 
that the system should be changed. Once this is done, and since there is 
never any question that the new system will not be better, the natural 
goodness of human nature will unfold itself and all major problems will be 
solved. The essence of the socialist position lies in three beliefs: the system 
is at fault, a better system can be created, a better system should be created. 

Socialism is of course not the only proposal for reform. Many reformers 
find some one factor or other to be the main cause of human difficulties, 
factors such as alcohol, inadequate diets, insecurity, unequal incomes, etc., 
for the list is very long. Such reformers generally tiy to work for their goals 
within the framework of existing institutions. The present concern is not 
with them, but with those reformers who have proposed a radical trans- 
formation of the present economic system. 

The Origins of Socialism / 

Modern socialism as a swirling mass of ideas originated in western 
Europe in the early part of the nineteenth century. Earlier in tlie history 
of men’s thoughts there had been expositions of perfect societies, such as 
Plato’s Republic and Sir Thomas More’s Utopia, but these did not— impor- 
tant otherwise though they were— develop into political and social move- 
ments of consequence. The socialism of the nineteenth century was bred 
as a revolt against the capitalist society of that day and it became a politi- 
cal movement, growing with the very capitalism it criticized. 

Socialism, like capitalism, has philosophical as well as political impli- 
cations beyond purely economic considerations, but these can only be men- 
tioned very briefly. The concern here is with the aspects of socialism as an 
economic system. Socialism is a secular system of thought, and in part its 
development may be attributed to the decline of the power of religion in 
the modern age. Socialist thought and antireligious sentiments were linked 
together in the nineteenth century; it is significant tliat some schools of 
socialism' are based on a solely materialist outlook. The impact of the 
French Revolution (and to a lesser extent, the American Revolution) on the 
European mind must also be given some share in the formation of socialist 
ideas. The French Revolution smashed a political and social system which 
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had seemed strong and inviolable: it had gone beyond the hopes of even 
the revolutionaries. But in the end it proved disappointing, for although 
the autocratic power of the French Catholic Church and nobility had 
been broken by the revolt, the millennium had patently not arrived. The 
incipient socialist belief was that another revolution, an economic one, 
would follow; like the political overturn of the aristocracy in the eighteenth 
century, a revolt would depose the power of the wealthy in the nineteenth 
century. 

The development of an industrial capitalism, particularly in England, 
allowed socialism to attack with great effect and at least humanitarian 
justification the living conditions imposed by industrialism in the early 
nineteenth century. The new industrial towns were crowded with people 
who had been forced out of their rural occupations and way of life by the 
great agricultural changes of the eighteenth century.^ The new factories 
equipped with power machinery became a main cause of employment and 
stood as the symbol of capitalism. Profits were high, wages were low, and 
working conditions were— from the modem standpoint—unbelievably bad. 
Poverty and misery were prevalent for decades in tlie very period in which 
modern methods of production were being developed. 

Capitalism established, moreover, a new system of relations among men, 
the relationship of contract and of individualism, as contrasted to the 
status of persons as part of a social class. Thomas Carlyle called it— with 
contempt— the cash nexus. Each individual in a capitalist society was to 
act for himself; no one was responsible for another. The employer was not 
responsible for his employees, as the landowner had once been for his re- 
tainers on the land. Capitalism of tlie early nineteenth century came to be 
regarded by many as a harsh and inliuman system. 

Some reforms were accomplished, as in the several reform acts in Eng- 
land after 1832, largely as a result of the intensification of an enlightened 
humanitarianism. Earlier centuries had seen no similar concern with the 
material condition of the manual workers. A striking feature of the nine- 
teenth century was its strong interest in social problems, and of this social- 
ism was only one manifestation. Official investigations into working condi- 
tions, movements to protect child and female labor, strong interest by 
literary figures in reform— all revealed th 0 humanitarianism of the time. 
But the socialists believed that tEe. coriditions which they deplored were 
not remediable under capitalism and that the creation of a new social 
_ system was necessary.- . 

^ See Chap.’ 2. ‘ ; 
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Among the many schools of socialism there have been differences. Some 
have sought to extend government control over the economy and thereby 
I enforce reforms; others have demanded that capitalism be overthrown by 
force. Neither have the objectives of socialists been uniform; some would 
strengthen the state and lessen individual economic if not political sover- 
eignty within the framework of democratic institutions, and others would 
eventually abolish the state, or establish it as a dictatorship controlling all 
economic processes. But the socialist criticisms of capitalism have generally 
followed a familiar pattern, although from time to time one factor has been 
emphasized, then another. 

First of all, goes the socialist critique, capitalism is unjust There are 
rich and poor. As George Bernard Shaw, himself a socialist, said, at one 
end of the scale there are large dinners and no appetites and at the other 
end, large appetites and no dinners. The great inequality of incomes under 
capitalism does not accord, the socialists argue, with the equality of human 

I beings. This does not mean that socialists want all individual incomes to 

be exactly equal. A few of them have desired this, but not many. Rather, 
most of them have insisted that incomes ought to be distributed according 
to the maxim, "'from each according to his ability, to each according to his 
needs,’" This would mean that justice requires each individual to produce 
as he is able, but to draw income on the basis of his needs. Some socialists 
have concentrated their attacks on the extremes of inequality, insisting that 
incomes should reward effort expended for the common good and nothing 
more. Income inequality has, of course, been attacked by many groups 
; other than socialists. The force of the socialist position is that it considers 

I the inequality irremediable unless the system is discarded and a new and 

just system established, 

I Socialists have had much to say about the kinds of commodities pro- 

^ duced under capitalism. Tliey have pointed to the production of private 

yachts, of dog blankets, etc., at a time when many people lack adequate 
housing and childrens clothing. This type of criticism is logically not 
separable from tlie objection to inequality of income, for in correspondence 
to unequal incomes there is the unequal distribution of consumers’ demand, 

‘ Since production under capitalism follows consumer demand (and costs), 

it is directed to the fuller satisfaction of the wants of those with the higher 
- y'' incomes. 

A second major sociaEst criticism of capitalisna centers about unemploy- 
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ment. A Lundred years ago the concept of the business cycle was unknown. 
Depressions were recognized under the name of crises, and were regarded 
witli less understanding if perhaps no less fear than they are now. The 
plight of the unemployed in periods of depression seemed particularly 
serious because as western Europe became urbanized the destitution re- 
sulting from unemployment assumed larger proportions. Unemployment 
in a system that was held to be wonderfully productive seemed senseless. 
Thus, capitalism has been indicted not only as inherently unjust but also 
unworkable, with unemployment offered as proof. 

Third, in the twentieth century and especially since the early 1930’s, 
socialists have laid a great deal of stress on the 'unplanned''' character of 
capitalism. This is partly an attack on the philosophy and practice of in- 
dividualism, and may be in some instances a condemnation of political 
democracy. Competition as a method of organizing economic activity has 
always been viewed by socialists as the antithesis of proper organization 
of production and distribution. A standard socialist example of the folly 
of competition is the contrast between the mailman and the milkman. Look, 
says the socialist, at the efficiency of the government-operated Post Office 
Department: one mailman walks along the street leaving letters and par- 
cels at their proper destinations. The milk distribution system epitomizes 
the duplications and wastes of competitive capitalism, because along the 
same street served by one letter carrier, three or four or even more milk- 
men travel, each one leaving bottles of milk at different doorways. 

Furthermore, competition is criticized because it is believed to be a 
false and degrading principle: men should co-operate to carry out their 
common tasks rather than be opposed one to another for personal gain. 
Coupled with this there has been a general assault on profits and the profit 
motive. Like the word “capitalism" itself, the very word "profit" connotes 
evil to the socialist. Production, the socialists have cried for a hundred 
years and more, should be for use and not for profit. Profits and the profit 
motive are condemned on several grounds. The profit motive is a selfish 
one; individuals are forced to act in accordance with the principle of self- 
seeking gain, whereas the desire to serve others should properly be their 
aim. Under capitalism men produce whatever brings the greatest profits, 
not what their fellow men need. It must indeed be adinitted that the social- 
ists can cite a long list of examples of harmful and adulterated products 
that have been turned out under capitalism, such as a soothing sirup for 
babies which contained opium. To many sensitive persons in the nineteenth 
century, not all of them socialists, the commodities produced under capi- 
talism were synony^nadus. with cheapness and nastiness. Furthermore, the 
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profit motive is said to lead to the debasement of the people. Profit-seeking 
brewers, distillers, purveyors of bad literature and of degraded entertain- 
ment conspire to lower standards of taste. The drabness and monotony of 
modern life result under the profit system because the amelioration of 
living conditions is not directly a goal of employers. The eflBciency of mod- 
ern technology is thus believed to be perverted to bad ends. 

The existence of profits is looked upon also by the socialist as the vehicle 
of exploitation. Profits are not earnings but plunder, they aver, taken from 
workers. The concept of the exploitation of labor involves more than the 
condemnation of profits. Logically, the objection to profits would come 
under four headings: (1) inequity exists because of high incomes, upon the 
assumption that individual capitalists" profits are always high; (2) profits 
are invariably looked upon by the socialists (and by some others) as an 
unearned and therefore undeserved income; (3) profits are seized from the 
laborer; (4) profits result from a selfish and hence false system of ethics. The 
exploitation of labor, as seen by early socialists, was associated with the 
conditions of work in the early factories. The factory system imposed a 
discipline on workers to which the twentieth century has become so accus- 
tomed that it is now scarcely noticed. The factory system a hundred years 
ago seemed harsh and inhuman: hours of work were very long, usually 
at least 12 hours a day 6 days a week; safety devices were scarcely heard 
of; corporal punishment and fines were imposed for violations of rules; 
and work was monotonous because the worker had to adjust himself to 
the unvarying rhythm of the steam engine. Working conditions in factories 
have of course improved tremendously in recent decades, but socialists 
are somewhat prone to speak of the past or concentrate attention on special 
instances of poor conditions which still exist 

hAarxhf Socialism 

Of the many schools of socialism, by far the most important is associated 
with the name of Karl Marx (1818-1893). Marx’s socialism is a fully de- 
veloped economic thesis, and it has the greatest intellectual content. Marx 
has often been coupled with Darwin as a nineteenth -century figure who 
significantly influenced the course of modern thought. For it is the writings 
of Marx which has provided the doctrines of Europe’s strongest socialist 
movements in the late nineteenth and early twentieth centuries, including 
that which culminated in the fonnation of the Soviet Union. 

Karl Marx was born and educated in Germany. His father was a middle- 
class lawyer who hoped that , his, son would either follow in the law or 
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become a Prussian official Instead, Marx became a revolutionary in the 
turbulent uprisings that spread over Europe in 1848, in Prussia, Belgium, 
Austria, and France. He fled to London in 1849 and remained there for the 
rest of his life in exile. After the failure of the 1848 revolutions Marx 
engaged in research, writing, and promoting the Fir si Interrmtionale, 
which he intended as an international league of workers. 

The first of his writings to become widely knowm was The Communist 
Manifesto, published in 1848, which Marx wrote in collaboration with his 
friend and benefactor, Friedrich Engels, a successful textile manufacturer 
who had business interests in both Germany and England. The Communist 
Manifesto is an eloquent document and is still perhaps the best summary 
of Marxist principles. It is a ringing call to revolution which concludes by 
stating that the ends of the communists " . . can be attained only by the 
forcible overthrow of all existing social conditions. Let the ruling classes 
tremble at a communist revolution. The proletarians have nothing to lose 
but their chains. They have a world to win. Workingmen of all countries, 
unite!’' 


'The Class Struggle Between Bourgeoisie and Proletariat^ 

The Manifesto begins by stating that "'the history of all hitherto existing 
society is the history of class struggles,” and this introduces a main Marxist 
idea, namely, that capitalist and worker are bitterly and inalterably opposed 
to each other. Capitalism—' modem bourgeois society”— is split up into "two 
gi*eat hostile camps, into two great classes directly facing each other— bour- 
geoisie and proletariat.” Marx acknowledges the existence of other social 
groups, but insists that the only real division is that between capitalist and 
worker, the one the employing owner of the means of production, and 
the other the propertyless wage earner, and the real economic issue is the 
class struggle. The Manifesto continues with an account of the history of 
capitalism and of its "ruling class,” the bourgeoisie. Capitalism arose out 
of feudalism, as a revolutionary change, the bourgeoisie having oveithrown 
the power of the feudal landowners. Under capitalism it is the bourgeoisie 
who rule, for "the executive of the modern state is but a committee for 
managing the common affairs of the whole bourgeoisie.” This is equiva- 
lent to saying that government isi jiominated exclusively by businessmen, 
and that labor has no voice at' all The bourgeoisie has accomplished much, 
' ^ continues Manifesto, hecm^^ has revolutionized methods of produc- 
tion, but at the feudal "exploitation, veiled by 

religious and political ittusiohs^ it has substituted naked, shameless, direct 
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brutal exploitation/' Furthermore, the system created by the bourgeoisie 
is destroying itself, because it sujffers from successively ^ more extensive 
and more destructive crises/' i.e., depressions, and because tlie exploited 
proletarians are becoming more numerous and more powerful. This hap- 
pens because of the destruction of small business by capitalism, a process 
which forces more and more persons into the ranks of the proletariat. Capi- 
talism rushes on to its own doom, until finally the whole system collapses. 
'The development of modern industry, therefore, cuts from under its feet 
the very foundation on which the bourgeoisie produces and appropriates 
products. What the bourgeoisie therefore produces, above all, are its own 
gravediggers. Its fall and the victory of the proletariat are equally inevita- 
ble/' Then The Communist Manifesto proceeds to proclaim the communist 
party, in which Marx and Engels were members, as the only true repre- 
sentative of the proletariat, and to deny the validity of any other form of 
socialism or radicalism. 

Marx called his socialist doctrine communism, and also scientific social- 
ism. He did this to distinguish himself and his ideas from the other socialists 
of die period, whom he held in great contempt. Marx intended, by calling 
himself a scientific socialist, to show that for him socialism would come, 
not merely because anyone wanted it, but because of the inevitable proc- 
esses of historical development. He sought to .prove this in his other writ- 
ings, especially in his great work, Das Kapital (Capital), Volume I of which 
was published in 1867; Volumes II and III were issued posthumously. Dm 
Kapital is an economic treatise, an analysis of the functioning and dynamic 
development of capitalism. Its purpose is twofold, (1) to exhibit capitalism 
as inherently a system of exploitation, and (2) to prove that it is doomed 
to coUapse of its own contradictions. Marx made a thorough study of the 
writings of the economists of his time and earlier, and his own theories are 
much influenced by the economists whom he was nevertheless wont to 
denounce as bourgeois apologists. Marx also investigated contemporary 
economic conditions, mainly through reading the reports of factory inspec- 
tors. Thus his thought was conditioned by both the ideas and the economic- 
environment of the first half of the nineteenth century. 


Surplus Value 

His theory that capitalism is a system of exploitation can be briefly sum- 
marized. He begins with a labor theory of value; in modern terms this 
means a theory of the. determination pf prices, in which the key factor is 
the quantity of labor expended^ in fte of commodities. There 
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had been labor theories of value before, but Marx developed a theory for 
his particular purposes. The value of a commodity, Marx says, is created 
by human labor, and the quantity of value in a commodity is determined 
by the amount of labor contained in it. By value he does not mean price; 
price he terms exchange value. Value, for Marx, is the normal exchange 
ratio of a commodity, looked at apart from the vicissitudes of fluctuating 
market conditions. The value of a suit of clothes is, say, four times the value 
of a hat, because it takes four times as long to make the suit of clothes. 
To get around the problem of differences in the efflciency of labor, Marx 
defines the amount of value-creating labor as the amount that is "socially 
necessary,” and this in turn is the amount of labor, working with machinery 
and performed with "tlie average degree of skill and intensity prevalent 
at the time.” 

With this qualification, then, Marx lays down his basic principle: value 
is created by human labor, and its amount is the amount of labor-time ex- 
pended. For any given commodity, value should be measured from the 
beginning of the production process; the value of a suit of clothes, accord- 
ingly, is the labor-time required to produce the wool, the cloth, the other 
materials used, and including the wear and tear on tlie machinery em- 
ployed as well as the final tailoring process. Marx takes it for granted that 
there is a demand for commodities; beyond this he made no special analysis 
of demand. 

The process of capitalist production, according to Marx, is one in which 
the capitalist—the owner of means of production such as machinery, build- 
ings, and raw material— buys a commodity called labor-power, produces 
values, and extracts from the whole process a surplus. The services of wage 
earners are labor-power, and labor-power is a commodity. Its value is de- 
termined in the same way as the value of any other commodity, i.e., by 
the amount of socially necessary labor-time contained in it What Marx 
seeks to impress at this point is that wages are paid at subsistence levels. 
What the capitalist, or "moneybags” as Marx frequently termed him, buys 
in the free labor market is labor-power, From the exploitation of this labor- 
power the capitalist extracts his surplus. Labor-power is a unique com- 
modity; it and it alone has the attribute of producing more value than is 
contained in it. The capitalist buys labor-power, paying, say, 6 shillings a 
day. But the labor-power produces, say, 12 shillings' worth of value in a 
day. The diflEerence of 6 shfllings a day is expropriated by the capitalist. 
This difference is surplus value— the difference between what labor pro- 
duces and what it is paid. Surplus' value is a fundamental concept in the 
Marxist theory. / . ^ 



903 


PROPOSALS FOR REFORM 

Marx repeafedly asserts that the capitalist himself was not responsible 
for the exploitation of labor. It is the system which exploits; the individual 
capitalists only take advantage of the situation. The capitalist buys every- 
thing at its value— machinery, raw materials, and labor-power. He sells his 
product at its value. But he receives surplus value, because the system 
permits him to exploit labor, i.e., to extract surplus value. The capitalist 
himself produces nothing, he creates no values. 

Marx’s surplus value may be equated roughly with profits, when profits 
are taken to include all forms of property incomes such as interest and rent, 
as well as profits in the narrower sense. Profits come only from the exploita- 
tion of labor. Marx denied that profits arise in the process of exchange, for 
what one capitalist would gain in this way another capitalist would lose. 
For the system as a whole, profits are the sum of expropriated surplus value. 

Marx’s theory of capitalist exploitation of the wage earner is worked out 
in fine-spun and elaborate detail, but this much will perhaps suffice to 
continue a summary of his doctrine. Since surplus value is extracted from 
the laborer, it follows that the capitalist’s interest is to exploit labor as 
much as possible. Hence Marx wrote of the efforts of the capitalists to 
lengthen the working day, because each additional hour brings in so much 
more surplus value. Furthemiore, the capitalist seeks to speed up the pace 
of work, because in this manner also he can extract additional surplus value. 

^ It is to be repeated that Marx intended such charges as an indictment of 
the system: it is not ill-will or the chicanery of capitalists that leads them 
to oppress labor, but tire system which by its very nature is exploitative. 

Accumulation and Concentration of Capital and "Increasing Misery'^ 

The second task which Marx set himself was the proof of the inevitability 
of the collapse of capitalism. From his theory of surplus value he proceeds 
to say that the additions to the total stock of capital goods come from the 
disposition of surplus value by the capitalists. The latters’ own consumption 
comes parasitically from the surplus value they expropriate, but their 
consumption is less than the amount of surplus value which therefore be- 
comes the source of the accumulation of ccpitaL As a result of accumula- 
tion several things happen. One is the increasing concentration of produc- 
tion in fewer and larger capitalist enterprises, which is brought about 
because of technological advance, because of the competitive struggles 
among capitalists in which some are always being forced into the ranks 
of die proletariat, and because of the relentless pressure to invest surplus 
value. As accumulation and eoncentradon take place, the "organic com- 
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position” of capital changes, i.e., wage expenditures become relatively 


smaller as compared with expenditures for capital goods. But wage ex- 
penditures are the only means of making a profit, of expropriating surplus 
valuCv Hence there is a tendency under capitalism for a "^declining rate 
of profit” to set in. Marx defines the rate of profit as the ratio of surplus 
value to the total capital of the employer, whose total capital consists of 
two parts— labor-power employed, and all else. The proportion of the sur- 
plus value yielding outlays on labor-power steadily diminishes and with. 
it the rate of profit. At the same time and for the same reasons, the position 
of the wage earner becomes worse. The capitalist can hope to stave off 
the decline in his profit rate only by oppressing labor still more. Thus wages 
are driven down, even below subsistence. The ranks of the unemployed, 
the 'Industrial reserve army,"* become larger. Hence, the "theory of increas- 
ing misery” of the proletariat The depressions which rack the body of 
capitalism become more and more severe. 

Thus, argues Marx, capitalism in its final stages develops contradictions 
which destroy it There is the contradiction between the bourgeoisie and 
the proletariat, between the increasing productiveness of the system and 
the increasing misery of those who alone produce values, between the de- 
cline in the number of the capitalists and the growing numbers of tlie wage 
earners, between the method of extracting surplus value and the steadily 
mounting difficulty of doing so. 


Dialectical Materialism and the Economic Interpretation of History 

Finally the whole system breaks down completely, the communist party 
seizes power, the dictatorship of the proletariat comes into existence, and 
socialism emerges from the wreckage of capitalism. To understand why 
Marx believed this process is inevitable it is necessary to mention "dialecti- 
cal materialism” and to comment on it briefly. "The dialectic,” as it is 
known, is a theory of change which Marx adapted from the German philos- 
opher, Hegel, whom he had studied as a youth. Those who accept "the 
dialectic” believe that all change takes place through the juxtapositions and 
struggles between opjposites dr contradictions; that anything necessarily 
begets its own contradiction, or negation, and that the consequent struggle 
between contradictions culminates in a catastrophic transformation into a 
newer and higher form. To take tihe kind of example Marxist writers use: 
fire and wafer are opposites j they struggle until the temperature reaches 
100° C, a catastrophic change occurs, and a new and higher thing called 
steam emerges. Marx subscribed also To. a materialist philosophy: material 


1 


PROPOSALS FOR REFORM 


903 

is the only reality, things of the mind being only a reflection of the material 
For Marx, the essential material factor in all human life is the mode of pro- 
duction, for "'forms of state [cannot] be understood by themselves, nor ex- 
plained by the so-called general progress of the human mind. , . . The 
mode of production in material life determines the general character of the 
social, political, and spiritual processes of life.’' Hence, all historical change 
occurs through the dialectical movement of methods of production. This 
is at base an economic interpretation of history. Feudalism had developed 
its inner contradictions; a catastrophic change came about, and capitalism 
emerged. Capitalism has its contradictions, as the subject matter of three 
ponderous volumes of Das Kapital is aimed to prove, and capitalism must 
be destroyed by its inner conflicts— as anything must be— and a newer and 
higher form of society will emerge. Thus Marx was sure of the coming 
of socialism, and thus did he label himself a " scientific” socialist. 

LENINAS COMMUNISM 

The picture that one gets from Marx’s own extensive writings is that he 
expected capitalism to end its own development, and that this would occur 
in the most advanced industrial country, namely, England. However, at 
the beginning of the twentieth century capitalism was still strong and 
expanding, a fact which did not offer much comfort to Marx’s disciples. 
One of these was the Russian revolutionary Lenin, who in his writing de- 
veloped some of Marx’s ideas with the purpose of showing the possibility 
of the outbreak of "the” revolution in Russia, rather than in the advanced 
industrial countries. 

Lenin headed the Marxist party known as the "Bolsheviks” which in 1917 
overthrew the Provisional government set up following the fall of the Czar 
in the Russian Revolution. Lenin was leader of the new^ Soviet government 
until his death in 1924, following which Stalin forced Lenin’s first associate 
and co-theorist, Trotsky, from power and became the ruler of Russia. 
Russian communism’s greatest intellectual thinkers were Lenin and Trotsky; 
however, it is Lenin’s Marxian thinking which serves as the official philos- 
ophy of the Soviet Union. Trotsky was discredited as a result of Stalins 
political ascent and "Trotskyism” is now bitterly opposed by the Soviet 
communists today. 
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Finance' Capitalism and Imperialism— the Later Stage 

Lenin developed a theory of ''finance capitalism” and pf “imperialism” in 
order to take into account the political and economic changes since Marx’s 
time, as well as to show the possibility of revolution in Russia. According 
to Lenin, the evolution of capitalism had proceeded to the stage where, 
in the early twentieth century, economic and therefore political domination 
was exercised by investment bankers. Marx’s capitalist had been an em- 
ployer-owner, an industrialist, a competitively operating, somewhat small 
businessman. Lenin’s capitalist was a monopolistic financier controlling 
many factories. Communists still use Lenin’s expressions “finance capital- 
ism” and “monopoly capitalism” almost interchangeably to describe the 
twentieth-century economy. Lenin also gave his attention to the imperialist 
activities of the major European nations in Africa and Asia in the late nine- 
teenth and early twentieth centuries. These were the export of capital to 
backward areas, the search for raw materials, and the “oppression and 
exploitation of colonial peoples.” The finance capitalists used their govern- 
ments’ armies and navies in ruthless attempts to increase surplus value by 
colonial exploitation. The struggles within industrial capitalism had become 
transformed into a world-wide struggle between finance capitalists on one 
side, and the European proletariat and oppressed colonial peoples on the 
other side. Most important of all, there was a struggle among the finance 
capitalists themselves on a national basis. Hence, argued Lenin, war was 
inevitable; with the outbreak of war, revolution would occur, and it would 
take place at the weakest point in the “chain of world imperialism,” namely, 
in Russia, 

Dictatorship of the Proletariat and the Removal of Government 

Marx had written very little on the subject of how a socialist system, 
would operate. Lenin followed up some brief suggestions of Marx, ampli- 
fied them, and before the Russian revolution occurred gave the following 
picture of what was to come with the collapse of capitalism. The communist 
party would seize power, and establish the dictatorship of the proletariat, 
using soviets (councils) as administrative vehicles. The soviets were to be 
composed of “workers and peasants” and would serve under the leadership 
of the communist party. The first task would be to establish socialism: the 
ownership and operation of the means of production by the victorious dic- 
tatorship of the proletarijat. tinder socialism, incomes would be paid accord- 
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ing to effort. Government, which is necessarily and always an instrument of 
oppression, would be employed to liquidate the remnants of the former 
ruling class. This would be the first stage— the stage of socialism, or the 
lower phase of communism. 

The second or higher phase of communisin, or pure communism, would 
come about presumably after the world-wide success of the communist 
party, and after the disposal of all possible dissidents. In this stage ""the 
state would wither away,” because there being no longer anyone to oppress, 
there would be no need for the state and its apparatus of oppression. Pure 
communism would also be the ‘classless society.” Production would be- 
come so bountiful that there could no longer be any quarrels over the 
ownership of economic goods and hence no classes. 

CRITICISM OF^MARXIAN TEACHING 

What ca.n be said in criticism of the ideas of Marx and Lenin? It is well 
to remember that these ideas have been and are being taught as eternal 
verities to millions upon millions of people, to whom all opposing ideas are 
worse than wrong. 

To begin with, criticism can be leveled at Marx’s theory of value. It is a 
type of theory long since discarded by economists, because at best it is only 
an effort to explain prices by reference solely to costs of production. Frona 
the modern standpoint, it is an old-fashioned theory, crude, and with a 
misplaced emphasis. It is not completely wrong, but it is no longer useful. 
Second, criticism of Marx's doctrine of surplus value is possible. Marx made 
this hang on the uniqueness of labor-power, the only commodity capable 
of producing more than it cost. Logically, one could pick out any com- 
modity and make the same declaration. Wheat, or iron, or coal, or machinery 
would be examples; and the owners of these could be shown in the same 
way to be “exploited.” Furthermore, Marx's class-struggle theory is too 
simple, in its division of all persons into two opposing groups. Where does 
a salaried corporation executive fit? Is he bourgeois? He cannot be, for most 
likely he owns no means of production. Is he proletarian? He is a wage 
earner and is therefore “ex]3loited”; but after all, is the salaried executive 
ground down, oppressed and eking out a bare subsistence income? And 
what of the independent professional people, the government employees, 
the farmer who owns his own land and equipment? Where do they fit in the 
Marxist system? 

The evolution of capitalism since the middle of the nineteenth century 
has borne out Marx's predictions only in small part. One of Marx's genuine 
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contributions to economic knowledge was his theory of concentration. 
However, Marx claimed that concentration is a general tendency, and he 
saw large units arising in all parts of the economy. But small units continue 
to the present day in such activities as agriculture, clothing manufacture, 
and printing. Nearly a hundred years have gone by since Marx promulgated 
his laws of the declining rate of profit and the increasing misery of the prole- 
tariat. Profits have risen and fallen, and it would be hard to find the alleged 
long-run tendency to decline. The position of wage earners under capitalism, 
it is scarcely necessary to add, has vastly improved since the middle of the 
nineteenth century. 

In fairness to Marx it must be pointed out that his description of capitalism 
fitted the conditions of his time in many respects. Since then many changes 
have taken place in the economic system called capitalism. Unions have 
assumed a significant place in the economy, labor and social security legis- 
lation have done much to protect the wage earner, and government control 
has extended itself over many areas. Marx's own conception of capitalism 
was in many ways a one-sided version of tlie system of his time; if examined 
literally today, it can only be a ridiculous caricature of the modern economy. 

The geographical area where capitalism now prevails is indeed smaller 
than it was, say, in the year 1900. This has been due to the slow gro’vsHth of 
government controls and above all to the profound political changes brought 
about by the two world wars. Capitalism can exist only in a society charac- 
terized by political stability, by a government of law, operating within a 
democratic framework. 


OTHER SCHOOLS OF SOCIALISM 



Utopian Socialists 

The French and British socialists of the late eighteenth century and in the 
period before 1848 are customarily regarded as utopian socialists, because 
they devoted most of their efforts to describing and promoting societies to 
be perfected on unselfish communal principles. Some of them led colonizing 
expeditions to North America to establish model communities in the pure 
air of the New World away from the vices and corruptions of Europe. 
Among these were the Utica Community and the New Harmony in Indiana, 
the latter led by Robert Qwen* It was hoped that men could work together 
prosperously and happily in eq^uaMtarian communities according to simple 
economic plans 'wWoh eKminated^ gain from : production. The 

utopian sociahsts sought . to achieve^t^^ ends by appeals to reason and by 
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persuasion and had in fact a profound horror of violence; many were active 
religious leaders and drew on Christian teaching to support their principles. 

Fabian Socialists 

In the 1880's there formed in England a group of persons who called 
themselves Fabian socialists. They included many distinguished writers, 
such as George Bernard Shaw, H. G. Wells, and Sidney and Beatrice Webb. 
They chose the name of "The Fabian Society" because Fabius, the Roman 
general who successfully opposed Hannibal, had employed delaying tactics 
until he wore out his adversary, waiting until the right moment to strike the 
decisive blow. The Fabian socialists wrote series of essays and books of 
considerable if not dramatic influence, especially in forming the ideas of 
the British Labour party, many of whose intellectual elite were either 
members of the Fabian Society or closely associated with it. 

The Fabians believed in the inevitability of the coming of socialism, 
although their reasons were different from those of Marx. The Fabians 
thought that the slow growth of governmental control and of government 
ownership, by a kind of Darwinian evolutionary process, would finally 
eventuate in socialism. Step by step, the government extends its influence, 
until at last it must become all-embracing. In the period from 1890-1910, 
when the modern utility industries— electricity, street railway, water, and 
gas facilities— became fully developed, many cities of Europe placed them 
under municipal ownership. The Fabians greeted this development with 
enthusiasm, and indeed were for a time known as the "gas-and-water 
socialists." The Fabians stressed the injustices of capitalism, particularly the 
inequality in the distribution of income. Among the concepts they borrowed 
from the writings of economists was their belief in the necessity for doing 
away with private' receipt of the rent from land. For this they owed much 
. to the work of an American; Henry George's Progress nnd Poverty (1879). 
George, using the early nineteenth-century theories of rent, wages, and 
profits, argued that most economic ills are due to the private ownership 
of land. George held that as labor increases its productivity the landowners 
take the gains in rent. Rent is derived from the value which the com- 
munity as a whole creates. The gains belong, then, to the community, 
not to landowners who at present enjoy the unearned income. George 
advocated the abolition of the private ownersliip of land, and proposed 
that tliis be done by a confiscatory tax on rent, a tax which would render 
unnecessary all other taxes, te*, , a smgh tax, ^ 

The Fabians, as good EngHsl^eh, hiye been firm and sincere believers 
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in democracy and peaceful political change. In this respect, too, they differ 
sharply from Marx and his followers. Socialism in the Fabian view would 
come about through act of Parliament. (It is too early to judge the success, 
or lack of it, of the measures adopted by the British Labour government 
voted into office in 1945.) 

Revisionists 

About the same time that the Fabians proposed their socialism, some of 
the followers of Marx were modifying his ideas and developing less violent 
programs of political action. These were the “Revisionists,"’ or Social Demo- 
crats. Marx was a revolutionary, but the revisionists saw the possibility of a 
peaceful, evolutionary, democratic march to socialism. The Social Demo- 
cratic party gained seats in the German Reichstag; they participated in 
legislative procedure and sought thereby to outvote the bourgeois power 
that Marx would have attacked with violence; nevertheless they considered 
themselves Marxian socialists. With the Bolshevist revolution in Russia, the 
Marxists in other countries spht into two main groups, the communists 
proper and the social democrats. The former have followed tlie line of 
Marx and Lenin and have largely been controlled by Russia’s policy of 
international communism; the latter, although acknowledging inspiration 
from Marx, have worked for socialist ascendancy within their own countries 
and by means of the democratic principle. 


Syndicalists 

Another type of socialism which came into existence in the beginning of 
the twentieth century was syndicalism. This was a fusion of some of Marx’s 
ideas and slogans and of trade unionism. The word “syndicalism” comes 
from the French word for union, syndicate The syndicalist movement flour- 
ished mainly in the Latin countries— France, Italy, and Spain— although a 
version of it was widely discussed for a while in England under the name 
of “guild socialism.” In America, syndicalism seems to have emerged spon- 
taneously. In this country it was represented by an organization known as 
the “LW.W.,” the Industrial Workers of the World (known to their oppo- 
nents as the “Wobblies”), which existed in the West chiefly among loggers, 
miners, and migratory farm workers. The leading idea of syndicalism is that 
the union is at the same time both the true instrument for the destruction of 
capitalism and the social unit or cell of future syndicalist society. The 
syndicalists deplored all forms of government as being a class instrument for 
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oppression; in a syndicalist society there would be no organized government 
but only workers' organizations loosely co- 0 ]perating with one another. The 
syndicalists believed in violent attack on government, chiefly by means of 
strikes. In France it was these socialists who spread the word 'sabotage/' 
which is derived from the sometime use of wooden shoes {sabot) to jam 
machinery during strike uprisings. Even today many of the states in this 
country have laws against "criminal syndicalism" which were passed in the 
period before 1920, when the I.W.W. carried on a campaign marked by 
some violence. The syndicalists harassed employers for the sake of doing 
so and for the practice in revolutionary tactics. A strike lost was a strike 
won for the revolution; they preferred not to attain higher wages and better 
working conditions, for such achievements might bring even temporary 
contentment to the workers. 

Syndicalism mostly disappeared in the period just after World War I. 
Communist parties in the various countries absorbed many syndicalist party 
members and took over the torch of the tradition of Marxist violence. 


Socialist Conflicts 

The main tendencies and conflicts of socioeconomic programs at the 
present time can be summed up by reference to two factors; the attitude 
toward private enterprise, or capitalism, and tire attitude toward democratic 
government. The communists are of course mortally opposed to capitalism, 
and their concept of democracy, a word which they use frequently in 
describing Soviet practices, is not the traditional one of Western political 
history, for it denies most individual civil rights. Social democrats believe 
in government ownership of industry within the framework of democratic 
government. Support of private enterprise is necessarily accompanied by 
adherence to the notion of democratic government. In each one of these 
programs many qualifications must be made. Among communists, for ex- 
ample, some have been followers of Trotsky rather than of Stalin; tire 
nominal difference between them was concerned with the rate of speed 
at which world revolution should be fomented, the immediate dispute 
centering upon control of power in Russia. Among social democrats too 
there has been much quarreling over principle and considerable devia- 
tion in the degree to which some have been willing to compromise with 
capitalist methods. Capitalism itself has, moreover, been given to many 
divergent points of view, as was npted in Chapter 7. 
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f:p 'fASClSM . 

■ The fascist ■ governments of Germany and Italy were deposed in . World ;: 
War II but the fascist ideology is not yet dead. It is difficult to define fascism 
because its forms and sources have varied from time to time and from 
country to country. Germany and Italy provide the clearest examples. 

On the level of propaganda, German and Italian fascism was avowedly 
anticapitalistic. This was due in part to the necessity of appealing to masses 
of people who had long been conditioned by socialist propaganda. Indeed, 
the nazi party was officially the "'National Socialist German Workers" Part^/.” 
The economic systems of both Italy and Germany were disrupted by World 
War I; revolt was widespread, and nationalistic feelings were fanned. What 
the fascist parties promised was a new economic and a new political system. 

The ideas concerning the proposed fascist system were worked out much 
less fully in Germany than in Italy where they were centered around the 
concept of “the corporate state.” This Mussolini once described as a higher 
synthesis of individualism and communism. The corporate state existed in 
Italy in actuality only as a paper organization. But it was intended to 
organize all producers, whether businessmen or wage earners, in hierarchical 
groups called corporations which in turn were to be integrated into a 
national system under the dominance and leadership of the Fascist party. 

.. In practice, fascism in Italy and Germany was a system in which the 

fascist and tlie nazi parties exercised total control over the economy for 
political and avowedly military ends. Fascism is a totalitarian system: 
power is invested in a few and the political rights of tire many are denied. 
While private property is not abolished, property rights were not respected 
outside the political conformity of property owners. Civil privileges depend 
|; on conformity to the philosophy of the state, which varied among fascist 

, nations. Fascism has in general been supported by their armies and big 

^ ' business, although again it is difficult to determine at what time and in 

what circumstances such support is forthcoming in a system like fascism 
which depends so greatly on the prejudices of a dictator clique. Fascism 
' differs from the socialism, practiced in Russia mainly in its retention of 

private ownership of economic resources. It resembles the system in Russia 
; ; in its totalitarianism and police rule, in the use of the party-state form of 

i , government, and in the attitudes and practices toward dissidents. Although 

4 „ there is a similarity between fascism and democratic capitalism in the 

|| ^ operation 'pf private property.- functions,;: such as private securities markets 

and banking, the supremacy.of the state iu theiormer is seen in the fascist 
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theory that the individual can hold private property only as a hind of 
trustee for the nation, and in the fascist practice of large-scale confiscations 
of property when it suited the purposes of the dictatorship. 

Fascism is a form of collectivism. Collectivism is a social system in\vhich 
men and resources are mobilized in the service of a stated purpose of the 
government to which everything is subordinated. Socialism is therefore also 
a form of collectivism. Marxists have insisted that fascism is a decadent 
version of capitalism, and fiercely resent their system's being bracketed 
along with fascism. On the other hand, many social democrats have found 
the lack of democracy under both fascism and communism sufficient reason 
to lump the two together. 

The lesson to be learned from the experience of Europe with fascism is 
that collectivism is possible without democracy and without the formal 
abandonment of private property in economic resources. After all, the fascist 
and nazi organizations did achieve what socialists had long demanded, 

. namely, the completes! degree of governmental control. 


The Issues Raised by Collectivism 

Socialism as an idea has been an aspiration for a better world. There are 
two serious questions which can be raised in an examination of socialism. 
One is whether the particular ends of the socialists are good, and the other 
is whether the socialists have proposed the correct means for attaining their 
ends. It is well to recognize some of the obviously fallacious theoiy that 
has been advanced by them. An important example of this is their promise 
of abundance. If it means anydiing at all, abundance is a relation between 
goods and wants such that all wants are satisfied. This is not absolutely 
possible even for a community of ascetics. If abundance simply means more 
than is produced per capita under the present economic system, then it 
becomes a question of judging probabilities. During the depression of the 
1930's, the advocates of over-all economic planning (which is equivalent to 
socialism) made many extravagant claims as to how much total output would 
be increased if only co-ordinated government planning were effected. The 
recent war showed how much the present economy can produce. Real 
output was a little more than twice as high as during the depression. The 
withdrawal of men into the armed services was approximately offset by 
the entrance into the labor force of persons not normally a part of it and 
by the increase of hours of work. Moreover, the, war saw the intensification 
of effort and the stimulatipn of inqeritiyes which would scarcely be possible 
continuously in peabetime^ Btif war not three or four or ten 
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times as high as peacetime output; yet socialists had promised increases in 
output of at least this much if socialist planning were adopted. 

Socialism, whatever its merits, cannot be looked upon as an organizing 
principle which would increase total output. Probably, the convinced 
socialist would not concern himself too much with this matter anyway, for 
if offered a choice between capitalism and a socialism with a definitely 
lower output, he would undoubtedly choose the latter. The basic purpose 
of socialism is the organization of life on some collective principle: the 
dictatorship of the proletariat of the communists, the syndical society of the 
syndicalists, the state ownership of key resources of the social democrats. 
The contrast between all of these and the present economic system is a 
contrast between collectivism and a system which is still predominantly 
individualist despite the large measure of government control and the 
existence of highly organized groups. The end proposed by the socialists is 
the collectivization of life. That this is desirable is surely disputable. The 
means proposed is government ownership and operation of all or nearly 
all economic resources. Experience in the twentieth century ought to cast 
doubt on the beneficence of activities carried out by governments, even by 
the most democratic. 

Socialists are likely to offer themselves as the true representatives of 
economic democracy. Some of tliem in fact have defined socialism as 
economic democracy. Now what does economic democracy mean? Unless 
it is to be merely a pleasant-sounding phrase, economic democracy would 
have to mean that every production decision would have to be made by 
vote of the workers concerned. This situation would mean such a chaos that 
thoughtful socialists have shied away from it. Economic democracy can 
therefore mean only that an elected government operates the economy by 
administrative regulation; and this is no different from saying that political 
democracy ought to seize the major economic resources and administer them. 


CAPITALISM AND DEMOCRACY 

A word or two on capitalism and democracy is in place here. It is no 
historical accident that capitalism and free civil government are found 
together, both in time and in place. Botlr are manifestations of the same 
social principles: the supremacy of . the individual, government of law, and 
the right of free association. 

A much and bitterly disputed question is the compatibility of socialism 
I and democracy. The CQmmtmists under no illusions on this point. The 
, writings of Lenin are qiate clear in stating that socialism must be a dictator- 
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ship of the proletariat, it must carry out oppression of the remnants of the 
former ruling classes. What is ordinarily known as democracy Lenin held 
in contempt; he called it a fraud and a sham perpetrated on the toiling 
masses. Marx and Lenin both regarded all government as simply an instru-’ 
ment of oppression and believed that only when government is abolished 
are men truly free and happy. But other socialists have believed in parlia- 
mentary processes of orderly government; and a central question therefore 
is whether this is possible under socialism. 

That socialism and democracy can exist together can be denied fox- 
several reasons. Political democracy has existed successfully in a context 
where the powers of government are limited and where both political parties 
agree on main principles. A socialist democracy would invest total control 
over the economy in a legislature. This would in turn mean the impossibility 
of effective planning, because an over-all economic plan must represent one 
idea, one integrated set of purposes. A legislature cannot draw up such a 
plan, unless most of the members subordinate themselves to a strong leader- 
ship. If strong leaders should emerge to force a plan on all of society, they 
would have an amount of power which no politician in a capitalist democ- 
racy has ever had, even in waitime. The temptation to wield and to keep 
this power would likely be so overwhelming as to destroy political democ- 
racy, even if its outward forms were kept alive. “Power corrupts; absolute 
power corrupts absolutely.” 

CAPITALISM AND SECURITY 

Socialism also raises the age-old question of freedom versus security. A 
laissez-faire society— “anarchy plus the constable,” Caidyle termed it— repre- 
sents the maximum degree of freedom in the modern age; America in the 
early part of the nineteenth century closely approximated this state of 
affairs. This high degree of freedom is accompanied by a minimum of— 
organized— security. Security of a sort has never been completely lacking 
under capitalism; the freedom to change jobs is one of the major aspects of 
security. Poor relief is an ancient institution, and while mostly it Las been 
inadequate it has been there. The opposite end of the spectrum of socialist 
systems is probably occupied by the dictatorship of the proletariat, with a 
minimum of freedom— for the individual— and a maximum of organized 
security. In between laissez faire and the dictatorship of the proletariat lie 
many possibilities of combining security and freedom. The socialists always 
promise both and more of each than they say exists under capitalism. No 
doubt security can be provided in systems other than capitalism, but the 
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real issue is whether socialism could also afford freedom to the individual. 
A. socialist system .would necessarily control resources, and W'Oiild control 
them under central direction and according to a plan. This would entail a 
control over production which would affect the individual as a worker and 
would probably give him less freedom of choice of occupation and less 
freedom to change jobs than he has under capitalism. The socialist control 
over the production and distribution of consumer goods means ultimately 
that the individual does what government authorities want him to do and 
consumes what the authorities decide is good for him. 


CHAPTER 42 

The Economic Systems 


Undoubtedly, one reason for the spread of socialist doctrines in the last 
several decades is that socialism as a set of ideas has been constantly 
compared with the facts of an established capitalism. It is likely that a 
doctrinaire promise of a better world will be more appealing than the 
reality of any actually functioning economic system. Were the tables turned, 
and if in a socialist society it were possible to propagandize freely for 
capitalism, then capitalism would be presented in a most favorable light 
in sharp contrast to the drab realities of the socialist world. Soon, no doubt, 
a subversive capitalist movement would arise, still on the supposition that 
the socialist state would permit such activities. 

ECONOMIC FACTORS 

^ Socialism in practice is bound to be disappointing to the socialists. And 
this not simply because expectation is better than fulfillment, but because 
of certaiB basic and unavoidable economic factors. These can be examined 
briefly. -A' ' y:' 
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Scarcity 

Socialists have long described capitalism as a system of scarcity, one 
which breeds scarcities. Friedrich Engels, Marxs collaborator, said that 
the coming of socialism would mean for mankind a leap from the realm of 
necessity into the I'ealm of freedom. But economic scarcity exists in all 
economic systems, including the socialist, simply because it is the relation 
between wants and resources. The whole tendency of tlie modern age has 
been for wants to expand faster than the means of satisfying them. For the 
very nature of expanding and refining productive facilities— transportation, 
manufacturing processes, mining, agriculture, etc.— is that old wants are 
stimulated and new wants are created. Human w^ants are not, however, un- 
controllable; it must be recognized that it is possible to confine a peoples 
wants within certain limits by force or by appeals to their loyalty to a cause 
and nationalistic feelings. In modern times this restriction of wants has 
been demonstrated by the British Labour government's "'austerity' program 
and by the Russian Five-Year Plans, in which each government seeks to 
withhold production of consumer goods to maintain high production of 
capital facilities. It must therefore be admitted that modern propaganda, 
particularly when, as in Russia, it flows from only one source, can accom- 
plish the task of basing a national policy on individuals' poverty. Yet this 
accomplishment, of whatever virtue it may be to state plans, reveals that 
the fact of scarcity is the fact of economy and that it will obtain in a socialist 
economy as inevitably as in a capitalist. 


Economizing 

The fii*st requisite of the socialist state, tlien, is to economize: to manage 
scarce resources in order to attain its ends. This^will mean work. The visions 
of the old-fashioned socialists of a four-hour day must remain very distant. 
Economizing in the socialist state will also mean a decision between present 
and future consumption, i.e., a decision as to what proportion of total 
national income is to be saved. Some such decision will have to be made 
unless the socialist state is to use up whatever capital equipment it would 
start with, and so eventually impoverish itself. Part of current effort there- 
fore will have to be devoted to the maintenance and increase of capital 
equipment Thus instead of . providing more 'consumer goods, the contem- 
porary socialist systems must ask-K>r demand— sacrifices from the population. 

. Furthermore,; to continue! needs of a socialist system. 
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it is obvious that a socialist economic system must provide a mechanism for 
directing production. It is not enough to say, although most socialists have 
in some way implied it, that 'common ownership of the means of produc- 
tion” will of itself simply produce the things which "the people need,” 
Who knows what the people want? The socialist is impatient of the question, 
taking it for granted that anyone knows that the primary wants are food, 
clothing, and shelter. But still, it can be asked, what kinds of food and in 
what proportions? Whose dietary standards are to be followed? Who is to 
get the better cuts of meat, and who the plate beef? Who gets which 
qualities of what particular foodstuffs? And as for housing, which kinds of 
houses are to be built where? Who gets the new dwellings and who must 
live in the old ones? Likewise for clothing. These problems could be solved 
very directly of course by producing a standard food ration for an entire 
population which would be housed in uniform barracks and dressed in 
uniform clothing. But this would hardly be the promised land of socialism; 
it is difficult to imagine anyone longing for such a nightmare. 


Economic Decisions 

Socialism must therefore devise a system in which decisions are made on 
the following problems: 

1. The kinds of particular goods and services to be produced. 

2. The proportions in which the goods are to be produced. If resources 
are available for more houses or more office buildings, but not both, 
for example, it will have to be decided which are to be constructed, and 
how labor and materials are to be procured, and how labor and 
materials are to be divided between them. 

3. The various methods of production. It is again not enough to say, as 
some socialists have, that the latest and most efficient methods will be 
employed. Technical efficiency is an engineering criterion and cannot 
be considered apart from basic economic decisions, such as the relative 
scarcities of the different grades of labor and of different natural 
resources available, the productivity of old but still usable capital 
goods, and the scarcity of new capital. 

4. The distribution of income to be effected and the methods by which 
to distribute income. (This last point shall be discussed later.) 

Moreover the production problems of a socialist will involve not only 
making decisions Of the ikind described but also of devising some sort of a 


system or rdeeh^^ put into effect. The res< 


resources 
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and the wanfs of an isolated rural community or of a primitive tribe can 
probably be encompassed by a single mind. Such simple communities 
almost always live and work within a rigid framework of custom, a fact 
which greatly simplifies the process of making economic (as well as social 
and political) decisions. But the modern economy is so vastly intricate, so 
finely adjusted, and so little bound by rigid custom that no single mind or 
even a group intelligence can absorb all the pertinent facts and co-ordinate 
them into a plan for production. In allocating goods among the millions of 
consumers, for example, assume that the purpose of the allocation is to meet 
consumers’ wants as the consumers themselves interpret them. This can be 
tried by putting prices on the goods, providing the consumers with different 
means to obtain money, and allowing them to buy what they want and what 
they can. This is substantially what the Russians do, and modern socialists 
who know something of economics advocate such a practice for the econo- 
mies they propose. The alternative is to give everyone a ration which will 
be allocated to persons on the decision of some administrative authority. 

Money and prices, therefore, would have to be part of the mechanism. 
Money indeed would be essential throughout, for it is the only way in 
which comparisons (exchange) can be made. Some socialists have advocated 
management "in kind,” the way, they said, "the army does it.” What they 
meant was that thinking at the top decision level should be in tons, gallons, 
board feet, etc., in the physical units in which commodities come. Thinking 
in terms of money smacked to them too much of capitalism. But if decisions 
were to be made only in terms of physical quantities of commodities, how, 
for example, would the importance of a million board feet of a certain kind 
of lumber be compared with the importance of fifty thousand tons of 
potatoes? The difficulties of primitive barter would be nothing compared 
with trying to make decisions in terms of physical commodities. Money is 
necessary as a means of comparison; it expresses value, i.e., the importance 
of one commodity in relation to others. 

In any economy, once the values of resources and the available technical 
methods of production are known, it is possible rationally to allocate re- 
sources so as to maximize the satisfaction of wants, whatever they are. The 
problem of a socialist society therefore is to determine the values of the 
resources, material and human. This is at best a difficult problem, one on 
which there has been much controversy among economic theorists, some 
of whom have denied that a socialist society could devise a mechanism to 
determine values at all, except purely arbitrarily. If values were determined 
arbitrarily, the socialist society might produce less than it conceivably 
could, and no one would ever know whether or not production was directed 
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for the right things in the right proportions, i.e., for . the mtlximization of 
want satisfaction. Other economic theorists have said that a socialist econ- 
omy could actually solve the problem of determining valid indexes of 
importance for its resources, by creating within its framework a market 
mechanism identical with that of capitalism. 

The problem of production decisions in a socialist state becomes much 
simpler if the wants to be satisfied are social objectives of overriding 
urgency, rather than wants which themselves have to be determined from 
the vast sum of individual preferences. If a socialist economy is engaged in 
fighting or actively preparing for a war, its purposes are of necessity military 
and are accepted by those in charge of making tlie production decisions. 
If too the socialist economy is directed toward the execution of vast 
developmental projects, to which everything that can be is subordinated, 
the economic authorities simply carry out the ends of the higher political 
authorities. In both cases, political decisions determine the importance, the 
effective values, of the various end products of the economy. But where the 
wants themselves have also to be deteimined, as is the case if human welfare 
were to be the goal of socialism, the task of directing production becomes 
much more diflScult. 

The distribution of income also brings a socialist economy face to face 
with stark economic necessities. Socialists have always hoped for a society 
in which incomes would be distributed justly. Standards of justice proposed 
by the socialists have varied, but there has been at least one thing which 
socialists have in common: incomes are to be much less unequal than under 
capitalism. To the stock objection— who would perform the disagreeable 
tasks under socialism?— the reply has usually been that those engaged in 
the less pleasant jobs would be rewarded by shorter hours of work than the 
average, or by slightly higher pay, or by some combination of both. 

The substantial equality of incomes which the socialists have advocated 
is incompatible with the requirements of labor allocation and with the 
existence of an effective incentives system. Consider first the problem of 
allocating labor— among the various occupations, among industries, and 
among geographical areas. Suppose that in a socialist country it is decided 
to construct a new aircraft manufacturing plant in an area where at present 
labor supply is inadequate both in number and in composition. The 
workers needed can be trained or shifted from other industries; in any case 
. they will have to move from their present homes to the area where the new 

, plant is situated. How can the right number of the right kinds of workers 

' ; be moved to the hew , 5^^ method. Persuasion is 

another, but probably ineffpctive one. ^Tha simplest way would be to offer 
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higher wages in the new plant. If compulsion is employed, equality of 
incomes could be maintained, but a society which would employ force is 
not one which would attach much weight to the principle of the equality 
of men. If the workers are free to work when they please, they will not go 
to the right places if incomes are more or less equal In brief, a socialist 
society would be forced either to compel its workers to allocate themselves 
in accordance with the production plan, or to manipulate wages to bring 
about the same result. The wage manipulations necessary to ensure proper 
labor allocation would not be slight. They would be large enough to make 
a mockery of efforts to maintain equality of incomes. 

These considerations are one reason that a socialist society could not 
tolerate wage bargaining by workers’ organizations. There could be unions 
in a socialist state, but the unions would have to limit their activities to the 
handling of minor grievances. 

For workers in given jobs, incentives are necessary. This is a complex 
problem because the incentives to human effort are varied. The joy in work 
itself, the pride of accomplishment, the desire of approbation are indeed 
often powerful factors; and the socialists have hoped that these forces would 
provide die stimuli to higher output. But differentiated money incomes are 
an incentive too, the most powerful single incentive for most people most 
of the time. Production is not so large when the workers receive relatively 
equal incomes as when incomes are differentiated,, as the experience of the 
Soviet Union proves. 

THE EVOLUTION OF SOCIALISM IN RUSSIA 

The Soviet Union is a socialist country. It does not practice communism, 
in the sense that the Russians themselves interpret it from the writ of Marx 
and Lenin, which defines socialism as a beginning stage and communism as 
a final stage of development. But since the government of Russia owns, and 
operates all resources, the present position of Russia fits just as well the 
noii“Marxist definition of socialism. 

Socialism as practiced in Russia is in some respects so different from 
many important socialist ideals that there has been a degree of backsliding 
among socialists in other countries. If this is socialism, they have said in 
effect, let us have none of it Most socialists, however, cling to a belief in 
'The social ownership of the means of production so long as this is in effect, 
all is well to them, whatever appearances to the contrary may be. 

Socialism in Russia caipe into effect in a technically backward country 
with a tradition of oppressive government, a largely illiteiate population, a 
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very small amount of capitalist production, and a society torn by war and 
civil war. Circumstances could scarcely have been more unfavorable. For 
this reason, much that has happened in Russia in the last quarter of a 
century is irrelevant, in the sense that it affords no useful lesson to the 
advanced Western nations. Comments on the Soviet Union will be confined 
to those matters which pertain to its specifically socialist character, although 
it is realized that it is often difficult to separate that which is socialist from 
that which is Russian. 

Marx wrote many volumes on the economy of capitalism, but almost 
nothing on how a socialist economy would operate. Lenin also largely cou' 
fined himself to economic and social dogma. Consequently, when the 
Bolsheviks seized power in 1917 they had no actual measures planned on 
how to establish the economics of their new dictatorship of the proletariat. 
They toyed briefly with the notion of using Marx’s labor theory of value as 
a guide to production but quickly gave it up. But what they lacked in 
economic ideas the Bolsheviks made up in political skill and their ability 
to retain power. Over the course of the years the present system evolved. 
Much that the Russian leaders have learned through the costly method of 
experience they could have found out by systematic study of economics, but 
they believe that all economic literature, save that of Marx and of his 
approved followers, is so much bourgeois, reactionary claptrap. 

The first important step in the developnnent of socialism in Russia was 
'War Communism,” in the period 1918-21. All resources except agricultural 
land were appropriated for governmental operation, but no special system 
or mechanism of production was devised. Production was determined 
administratively, and in terms of physical units rather than in money units. 
This was the method of "natural socialism.” However, War Communism 
did not prove successful, partly because the economy was disrupted by 
civil war but mainly because it allowed production to fall to a disastrously 
low level. Finally the system under War Communism was recognized as 
faulty and abandoned. 

The next development was the New Economic Policy, begun by Lenin 
in 1921. The government continued to own and operate the railroads, the 
banks, the foreign trade organization, and the key industries, but beyond 
these permitted private enterprise and private trading. Agricultural land 
continued in private ownership, largely in the hands of die peasants, 
many of whom had benefited from the division of large estates. Businessmen 
came out of hiding, trading in/ commodities was resumed, farm products 
appeared in much toger quantities in the cities, and many kinds of small 
business were rerestabhished or imtiated. /Under this mixture of socialist 
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and private enterprise in the New Economic Policy the population prospered 
in comparison to their status under War Communism. Neither under War 
Communism nor under the New Economic Policy was an over-all plan in 
effect. The idea of planning (i.e., a mechanism of control) emerged slowly, 
and appears to have arisen in connection with the making of statistical 
estimates of the production of peasant farmers, of the small businessmen 
who were allowed to exist for a time, and of the state enterprises. The 
statistical estimates came in the form of “control-figures,"' which were 
intended at first not to direct production but to afford suggestions to the 
heads of the state enterprises. 

Difficulties arose in the middle 1920's over the procurement of foodstuffs 
for consumption in cities and of grain for export. The peasants would not 
sell their products unless they obtained prices which they deemed satis- 
factory in relation to the prices they had to pay for industrial goods. The 
prices they paid were set in two ways: the administered prices of the state 
enterprises, and the market prices of the private segment of the economy. 
The latter were more favorable. As a consequence, the deliveries of farm 
products did not meet the demands of the authorities, and a considerable 
impatience with the peasants was manifested in high circles of the com- 
munist party. After Stalin's supremacy in the party was finmly established 
it was decided to set up a functioning plan, and thus the fate of private 
enterprise was sealed. Private trading in grain was forbidden, private 
enterprises in the cities were abolished, and the small businessmen were 
liquidated. Replacing the New Economic Policy, the first Five-Year Plan 
was put into effect in 1929, to operate as from 1928. 

During the period of the first Five-Year Plan the problem of the indi- 
vidualistically inclined peasants was solved. Private ownership of land was 
abolished; every farmer who was not already working on a state farm was 
forced into collective farms, which are large-scale co-operative enterprises. 
Marx had defined exploitation as essentially the employment of one person 
by another. With unimportant exceptions, no one in Russia has employed 
anyone else since the early 1930's. This aspect of the Russian system is not 
so much an economic decision as it is slavish adherence to dogma. 

The purposes of the first Five-Year Plan were to increase production 
(especially in the capital goods industries), to co-ordinate all production, 
to develop new resources, to solve the problem of getting foodstuffs from 
the peasants, and “to ensure the victory of the socialist economic system in 
its historic contest with capitalism." The rate of investment planned and 
actually carried through was very high, much higher than the proportion 
of capitaT goods productioii to total output than has ever obtained in a 
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capitalist country in peacetime. The original plan was to accomplish this 
without reducing the volume of consumption goods output; in fact it was 
planned to increase the latter. This seems not to have been accomplished, 
however; the standard of living actually fell somewhat, according to what 
information is available. 

Perhaps the best way to visualize the nature of the Russian five-year 
pl anning system is as a permanent war economy. There is the same single- 
ness of purpose, the relentless mobilization of all men and all resources . 
for one unchallenged cause, the same whipping up of the population’s 
enthusiasm. 

P lannin g on the scale practiced in Russia since 1928 affects even the 
smallest details in the economy. Manufacturing, transportation, mining, 
domestic trade are co-ordinated by a central plan on which the principal 
production decisions for the entire economy are made. Each major sector of 
the economy has its central trust, directing the activities of its regional 
subsidiaries. For each plant, mill, mine, and farm there is a production 
quota set by the plan of its trust, which is in turn governed by the master 
plan. Each unit in this integrated production scheme is under constant 
compulsion to meet and possibly exceed the established quota; thus, an 
increase in one unit then calls for increases in related units, otherwise 
production becomes disjointed— engine blocks may, for example, exceed the 
supply of component parts for the engines. The Five-Year Plans thus are 
modified in detail constantly; production decisions are revised in an effort 
to produce the vast number of different things in the right amounts at the 
right time. 

A planning system of this type presupposes a given scale of preferences, 
i.e., a given hierarchy of wants, otherwise centralized production decisions 
would not be possible. The planners know what they want. Their main 
problem is to apportion scarce means to satisfy the scale of preferences they 
or their political leaders impose on the country. It is important to note that 
the given scale of preferences must be centrally established, and the dis- 
position of means must also be centrally regulated. In contrast, the scale of 
, \ preferences in capitalism is not, centrally determined; the preferences of 
each person and family with income are perforce recognized, and as indi- 
vidual preferences significantly change so. does the scale of preferences in 
, the economy as a whole. Thef^pre production decisions in caioitalism are 
: necessarily decentralized, or diffused. Hence the problem of “planning under 
freedom” is insoluble,; if by planning i? ^eant the centralized adaptation 
; of; economic respimc^ .to a scalO'Pf .breferehces. If the hierarchy of wants 
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IS planned tEere is no freedom; if freedom exists there can be no central 
^plan. ■ 

SOME ASPECTS OF SOCIALISM IN RUSSIA 

Quanfify and Qualify of Products 

From time to time since about 1930, the Soviet press has published 
complaints from consumers about the quality of goods. This “socialist self- 
criticisnr points to one feature of a socialist economy, namely, its probable 
tendency to stress quantity over quality. If the manager of a shoe factory 
is under pressure to increase output according to the plan, he will of course 
strive to turn out as many pairs of shoes as possible, especially if failure to 
do so might impugn his loyalty. Under capitalism, on the other hand, it is 
the value of output which counts and not mere physical quantity. 

Unequal Incomes 

Incomes in the Soviet, Union are unequal, varying somewhat according 
to skill and eflBciency. This is not a contradiction with the principles of 
socialism as Marxists use that term, for Marx and Lenin explicitly wrote 
that incomes would continue to be unequal under the socialism tliey pro- 
posed. The incomes of Russian authors, actors, and otlier artists are often 
very high, as much as hundreds of thousands of roubles a year. Manual 
workers are on piece-rate systems wherever possible (to a much greater : 

extent in fact than in the United States), even workers on collective farms 
I'eceive liighly differentiated incomes. Managerial groups apparently earn 
much higher incomes than ordinary workers, and plant managers commonly 
receive bonuses if they lower costs or increase output beyond the assigned 
norms. The differentiation of money incomes in Russia does not, however, ^ 

have the same effect as in the United States. The Russian income tax is 
comparatively low. In addition persons in key positions apparently also 
have prior rights (beyond those conferred by their money earnings) to 
acquire scarce consumer goods, such as large apartments, automobiles, 
country estates, and the services of household employees (servants). 

Differential incomes in Russia emphasize the importance attached to 
incentives and penalties in the system. Ihe “speed-up” in Russian factories 
is rewarded by extra pay, larger rations, and in conspicuous cases by medals. 

On the other hand, abstoteeism froih work and carelessness on the job 
might bring the Yyrqngdder bahishrnent tq^ la | 
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forests. Likewise, should a plant manager fail to meet his production quota 
he might be reduced in status or worse (there are reported instances of 
managers being shot for this reason). It should be recognized that the 
Russian temperament may impel this sharp juxtaposition of rewards and 
piinishments, and also that the poverty of the country and its haste to 
expand may be accountable. Indeed, the Western world, in its ascent from 
the poverty of medieval times, previously punished and rewarded more 
fully than it does today. In the past the profits of the successful were large 
and also untaxed, but today they are heavily taxed; then, the "work-shy” 
were often thrown into a workhouse or transported to far-off colonies, but 
at present the worst that government (at least the American) may do is deny 
unemployment compensation benefits. As the Western world grew in wealth 
and increasingly accepted the spirit of humanitarianism in public affairs, 
penalties were moderated and rewards reduced. Whether Russia will follow 
suit in the course of time is a matter only of speculation. At present, how- 
ever, it relies on liberal incentives and harsh penalties as planned techniques 
to hasten economic expansion. 

Prices 

The planning system in the Soviet Union uses the mechanism of prices 
and a money system including extensive banking facilities. It is not clear 
just what role prices play in the operation of the plan, for in this respect, as 
in others, detailed analysis has not been made available to foreign observers. 
It would seem that at the highest level, planning proceeds in physical terms 
and that money and prices seem only to provide a common denominator. 
Unlike the capitalist method whereby guidance of the productive system is 
largely based on the market (prices), guidance in Russia is according to 
plan, drawn up in physical units rather than values (prices). The individual 
producing units are responsible for minimizing their costs and maximizing 
output, although the measure of output may often be centered on quantity 
alone. The producing units earn profits, and these have more than a book- 
keeping similarity to the profits under capitalism* For profits in Russia are 
used both as a method of control— high or low profits being taken as at 
least initial evidence of greater or lesser eflBciency—and as a device for 
obtaining funds for fiscal purposes, for the profits accrue to government 
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Economic fluctuations 

There is no business cycle in the ordinary sense in the Soviet Union. 
This does not mean, however, that production flows smoothly in a steady 
pattern of increase. In 1937, which was a year of extensive political trials, 
there seems to have been an actual decline in production. It may be that 
a socialist economy develops a rhythm peculiar to itself^ just as the business 
cycle is peculiar to capitalism, and just as the alteration of feast and famine 
characterized the precapitalist societies. In any case it is too soon to judge 
whether or not production will continue to vary in the Soviet Union as in 
the past. Russia is by no means unaffected by prosperity and depression in 
the rest of the world, being an exporter (primarily of raw materials) and 
an importer (principally of machinery). The prices of raw materials and of 
machinery behave differently over the course of a business cycle, the former 
having a tendency to rise and fall much more than the latter. Hence, Russia 
is worse off than otherwise when the rest of the world is in a depression, 
because more raw materials have to be exported to acquire a given volume 
of machinery imports than in a "normal” period. The reverse holds true in 
periods of world prosperity. 

Unemployment 

"There is no unemployment in Russia.” At least, there have been no 
figures published since the early 1930's which would indicate its existence. 
It is difficult to believe that there can be literally no unemployment, for 
any modern economy will constantly exhibit some frictional unemploymenc. 
Assuming that none exists, it should be noted that while tlie abolition of 
large-scale unemployment is distinctly an achievement it is dependent in 
part on the compulsion to work. A surplus of labor in one area is not allowed 
to be even temporarily unemployed; if wage incentives fail to induce 
migration to the point at which labor is needed, compulsion is used. 

These various aspects of the Russian economy in operation inhere partly 
in the nature of socialism and partly in the peculiar context of Russian 
socialism. To operate effectively -socialism requires the centralization of 
economic decisions together with the determination of social goals—or a 
hierarchy of wants, or a scale of preferences— wholly or largely by central 
authority. Selection of goals to be striven for is inevitable because the 
scarcity of resources makes it impossible to satisfy all wants; thus the 
subordination of individual preferences is, unavoidable, just as is the impost- 
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tion of authority on the individual’s own eflEorts and time. As realists and 
direct actionists the Soviet leaders go to the point immediately; the goal is 
established, a plan is devised, and the scarce means at hand ai-e relentlessly 
mobilized. 
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BRITISH SOCIALISM 

With the victory of the Labour party in 1945, Great Britain embarked 
upon a program of partial socialization ’which had been proposed for many 
years by the party. The program is partial because the British socialists 
limit their program to certain basic industries such as coal, iron and steel, 
and transportation. Enterprise otherwise remains largely in private hands. 
At the end of two years, most of their socialization program had been 
adopted; the transport and coal industries had been seized, the Bank of 
England nationalized, and other reforms instituted. The first two yeais of 
operation has raised important questions about British socialization. 

In the first place, the mere transfer of ownership from private to j)ublic 
possession does not obviate the necessity of facing economic realities. 
Some "sick industries,’" like the coal industry, can only be restored to high- 
level production by extensive reorganization, mechanization, and hard 
work and enterprise. A transfer of ownership to public authority as such 
does not assure such changes and efforts; indeed, socialization may intensify 
some of die difficulties if it encourages the hope that more will be produced 
with less effort. Not only in the socialized industries but throughout the 
British economy the necessity to produce increased amounts of national 
output is of utmost importance, for Britain must maintain large exports to 
sustain its levels of material weU-being. To contribute to this end, the 
socialized industries, and especially the coal industry, must produce more, 
not less, than before. Socialization per se neither assures this, nor dispels 
die need. 

The British socialist program is being operated within the framework of 
a government of limited powers— a democracy. Conceivably, it may be 
■ impossible within die scope of present powers for the government to em- 
ploy sufficient force to manage the economy effectively. Moreovei; reared 
in the democratic traditions of Britain, the socialist ministers may shrink 
from acquiring or seizing the pQwer needed for effectiveness. The added 
powers granted the government in 1947 probably fall short in this respect. 
Furthermore, partial (but majbdty) political support tends to weaken the 
\ goals of a sociaHst program, fof even die^^ party’s political actions 

must be quaMed by. the notably the unions. 
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among its constitnents. The general goal of policy includes the rapid ex- 
pansion of industrial capital to restore Britain ^s a great industrial power. 
This, however, requires a reduction in Britain's propensity to consume, by 
decreasing money wages, or by stabilizing them in the face of a rise in con- 
sumer prices, or by permitting them to rise less rapidly than prices. Im- 
ports of consumer goods also need to be curtailed. In short, what the 
British call 'austerity ’ will have to be endured for a long time to accomplish 
the goal. The party's political support, however, comes from the groups 
who have to put up with most of the "austerity." Each group might argue 
tliat a little more income and consumption for it, would not defer attain- 
ment of the goal; the combined effect of individual or group behavior 
consequently might make attainment impossible. If tlie government per- 
sists in its goal it may lose political support. 

Faced wdth tire possibility of losing political support if it continues with 
its general plan, or retaining political support at the sacrifice of its plan, 
a third course may present itself: to retain power and impose its goal at the 
expense of democratic traditions. If this third course appears improbable, 
there remains the other two choices, neither of which can be viewed hap- 
pily by a politician in power. 

The political problems and economic difficulties mentioned here are 
readily evident in the socialist program in practice. It is possibly because 
of these troubles that the British socialists are more inclined to "plan" than 
to execute a policy with vigor. Indeed, it is easier to plan than to execute 
a policy, for execution is rendered difficult when die goals are obscured— 
as they are in British socialism. Partial socialization implies either conflicts 
or obscure goals; in either case the effective mobilization of economic re- 
sources is impossible, for, as shown above, the ends of collectivist action 
must be clear if the means of attainment are to be effectively used. With 
quasi socialism (partial socialism), Britain will probably muddle through 
its economic difficulties, with no more, and possibly with less, success than 
die lethargic quasi capitalism characterizing its economy in recent decades. 

SOCIALISM AND THE AMERICAN ECONOMY 

The American economic system faces the basic economic problem con- 
fronted by all economic systems: a, scarcity of economic resources in re- 
lation to the wants to be satisfied. The fundamental economic differences 
between American capitalism and a socialist system are to be found in (1) 
the mode :of ; formulating t^^ of wants or .scale of preferences of 
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the economy, and (2) the method of organizing scarce resources in a way 
appropriate to the satisfaction of these wants. 

In capitalism, wants, for the most part, express individual or family 
preferences. What is wanted is influenced by many things, chief of which 
is production itself. But the goods made available in turn are governed by 
producers’ expectations of what consumers will want. Wants and produc- 
tion therefore interact. The individual enjoys a wide range of discretion in 
forming his preferences; witliin the scope of his income he is free to choose 
from a great variety of goods and services the things he wants. He is free 
to employ resources (indirectly by buying what he wants and can afford) 
for his own personal ends. This may be termed comumer autonomy, an 
aspect of individualism whicLr is frequently neglected and without which 
individualism in other spheres of the economy would not exist. 

In contrast, the socialist economy centrally establishes tire scale of pref- 
erences or hierarchy of wants which will direct the employment of re- 
sources. Wants regarded as inessential or undesirable by socialist planners 
will not be satisfied, simply because resources will not be devoted to goods 
and services aimed at their satisfaction. To be sure, the scale of preferences 
permitted by the planners or determined by them might be agreeable to 
the majority of consumers. But all consumers might be denied the satis- 
faction of some wants, and some might be denied the satisfaction of many 
wants which they prefer to those that are satisfied. In short, individual pref- 
erences are subordinated to the socialist planners’ concej)tion of "'social 
wants”— presumably those thought by the planners to be good for people 
and the community or state. 

In a capitalist system, the consumer or individual autonomy in forming 
preferences leads to the utmost diversity and unpredictable changes in the 
hierarchy of wants, and consequently in the use of economic resources. 
Autonomy in the formation of preferences presupposes a large measure of 
autonomy in the employment of resources, i.e., the institution of private 
property and the right to dispose of one’s time, effort, and property in 
accordance with private interest. Given autonomy of preference and of 
employment of resources, the allocation or use of economic resources will 
be governed chiefly by the markets, wherein individual preferences are 
manifested. 

This allocation for the most part is necessarily unplanned— but by no 
means does this mean that it is chaotic. Free choice by consumers means 
in effect the employment of resources by them (via intermediary producers); 
each purchase is a purchase, of a, given combination of human effort, capi- 
tal, and natural resources produce the object bought. A can- 
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trally planned use of economic resources cannot be in effect when free 
consumer choice is allowed to influence production. If the employment of 
resources is planned, then the scale of preference must be planned. In this 
way, capitalism and socialism in their pure forms are poles apart. The con- 
trast is often drawn on the basis of legal ownership of resources—private 
versus public ownership; or on motives— private interest versus public inter- 
est. These contrasts, however, are essentially derived from the matter of 
choice— individual autonomy in the formation of preferences versus the 
social (or state) determination of the hierarchy of wants. 

Capitalism in the United States is by no means unalloyed. There exist 
here botli social goals and the planned use of economic resources to 
attain them. A large part of total governmental expenditures is devoted 
to such public purposes as highway construction, public education, public 
health, public housing, and social security. Each represents a part of what 
may be termed the social policy or objectives of government. Compared 
with a socialist state, however, these social goals require for their attain- 
ment only a small fraction of the nation s resources. The nearest approach 
of the American economy to a likeness with socialism has been during war, 
especially World War IL In that conflict the goal was military victory. The 
hierarchy of wants in the economy, and therefore the allocation of resources, 
was dominated by this goal. 

The social policy of a government is in itself revealing of the contrast 
between individual autonomy and state autonomy in the formation of 
preferences. In some instances, for example highway construction or public 
education, individual and social goals for the most part coincide. Highway 
construction commands almost general approbation from all groups in the 
economy, perhaps because they are from a standpoint of use truly ^public.’' 
Practically everyone uses the highways and there is no cleavage between 
income groups in this respect. The poor in their antiquated cars travel 
the same roads as the rich in their expensive cars. Only by public under- 
takings could their want for traveling convenience be satisfied. Public edu- 
cation and public health command general approval, but perhaps not so 
unqualifiedly as highway policy, for the direct benefits are not so evenly 
spread among all groups in the system, nor are they so essential to some 
as to others. Other social objectives raise controversial issues. Public hous- 
ing, for example, benefits directly only a small part of the population 
although its indirect benefits may be more general The wants of a rela- 
tively small number may be satisfied in accordance with public policy but 
possibly at the expense (through increased taxation) of the wants of others. 
Socialized medicine is similar in this respect. Its cost to some would reduce 
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theii- capacity to satisfy wants; the wants of others would be satisfied more 
fully tlian otherwise. Regulating want satisfaction by means of government 
therefore results in subordinating the satisfaction of wants by some, and 
possibly by many. Whose wants, and which wants, should be satisfied? In 
the United States individual preferences still dominate the economic proc- 
esses, although the establishment of social goals through government has 
grown in importance. 

In the experience of a capitalist economy it is fomid that the problem 
of subordinating individual and group interest proves troublesome even 
during wartime, when there necessarily exists an integrated economy 
dedicated to a widely accepted social objective. A few illustrations indi- 
cate the problems involved. In gasoline rationing, graduations of essen- 
tiality were established and diflFerential rations were granted on the basis 
of them. Rationing officials were called upon to determine essentiality— in 
effect, the extent to which automobile-driving wants were to be satisfied. 
But in spite of the war emergency, complaints and evasions were wide- 
spread. Again, in the allocation (rationing) of scarce materials to industry, 
the basis was essentiality to the total war needs. Complaints and evasions 
were common because individual (and group) conceptions of essentiality 
often varied shai'ply wdth those of the custodians of public interest. Price 
control raised similar problems of group dissidence from social objectives 
as defined by governmental officials. Political pressui'e from the farm group 
succeeded in keeping farm prices from control for a time, and when con- 
trols were finally extended to farm products their inflated prices were 
actually maintained in the legislation authorizing controls. The problems 
involved in subordinating individual and group ends or purposes to the 
national goal are obviously many. 

In the national emergency of war compulsion is necessary— and feasible. 
In the absence of an emergency so great as war, the establishment of 
over-riding social goals to be attained by collective action is inconsistent 
with both the ideals and the practices of a free society. These ideals and 
practices underlie the processes in the modem American economy: the 
freely expressed scale of preferences, and the free mobilization and use 
of resources. 
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marginal efficiency of, 128 n. 
marginal iDroduct of, 434, 438, 439 
and money, 70 n., 392 
and national output, 146 
operating, 112 
replacement of, 72, 88 
resources, 65 

relation to saving, 10, 420 ff. 
capital gains taxation, 698, 699 
capitalism 

defined, 274, 893, 894 
develox)ment of, 166 ff. 
and democracy, 280, 914, 915 
disintegration thesis, 165-73 
regulated, 50 

contrasted with socialism, 929-32 
socialist critique of, 897-99 
capitalist economy, 60 
Carlyle, Thomas, 896, 915 : , . 

cartels, international, 800-02 
central banking policy, 264, 265; see Fed 
eral Reserve System 
central banks, 207, 759, 760 
functions of, 212 ; , ; 

centrd reserve city banks, 210, 214 
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certificates of indebtedness, Treasury, 728; 

see national debt 
chain banking, 223 
chain stores, taxation of, 705 
checks, 185, 186 

clearing and collection of, 216-18; see 
demand deposits and money 
check-off, 629 

Church, the, 30, 31, 33, 34, 51, 168 
circulating capital, 560, 561 
Civil Aeronautics Administration, 658 
Civil Aeronautics Board, 658, 659 
Clark, Colin, 81 n. 

Clark, J, M., 336 n. 

classes, social, relation to productive serv- 
ices, 386, 387 

"‘class struggle,” 900-01, 907 
classified property tax, 703 
Clayton Act of 1914, 363, 406, 499, 594- 
96, 600, 632, 653 
clearing agreement, 797, 798 
clearing and collection of checks, 216-18 
clearing balance, see clearing and collec- 
tion of checks 
clerical workers, 76 
closed shop, 536 
cobweb theorem, 344, 345 
“codes of fair competition,” 520, 521; see 
National Recovery Administration 
coins, 184, 197, 200 
collective bargaining, 499, 626-30 
collectivism, 913; see communism, fascism, 
socialism 

relation to foreign trade, 743, 750 
Cohn, Gerhard, 693 ?i. 
collateral trust bonds, 567, 568; see cor- 
poration 

combined duty, 788; see tariffs 
Commerce, Department of, 85, 8S n., 92, 
95, 97, 99, 103, 145, 147-49 
commercial banks, 20Sff,, 436, 437 
assets of, 225 
defined, 206 
functions of, 203, 206 
commercial enterprises of government, 687, 
688 

commercial iDaper, 198, 216, 569; see re- 
discounting and discounts 
Commercial Revolution, 36 
Committee for Economic Development, 

,„554’ ' ‘ ' 
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commodity agreements, international, 799, 
800 

common stock, 550, 563; sec corporation 
communism, 668, 906, 907, 911, 913-15; 

see Soviet Union and Marx 
company union, 616 

comparative advantage, principle of, 740- 
43, 787, 788, 805; see international 
trade 

compensated dollar, 257 
compensation agreement, 797 
compensatory spending, 725; see deficit 
financing 

competition, 335 ff., 540 
defined, 336 
function of, 531 

see monopolistic competition, oligopoly, 
and pure competition 
competitive economy, 274 
complementar}^ goods, 311 
price relations between, 374, 375 
Comptroller of the Currency, 208, 224 
Comptroller General, 689, 690 
compulsory arbitration, 639 
compulsory investigation, 638, 639 
concentration, 495-98 
of corporate control, 640 
of corporate wealth, 554, 555 
of industry, 585 f. 
techniques of, 593 
conciliation, 638 

Congress of Industrial Organizations, 

616 #. 

conservation of natural resources, 68, 69, 
662, 663 

constant-cost industries, 331 
Constitution of United States, 648-51 
consumer co-operatives, 557 
consumer, the, see individual demand 
preferences, 296 
problems of, 289-92 
consumer expenditures 

and allocation of resources, 845, 846 
distribution of, 289 
and income distribution, 842-45 
influence on investment, 113-19 
deflned, 9 

and national output, 94 
consumer goods, see consumption 
defined, 9 . . 

and national output, 94 
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coiisiimer goods ( Cont.) 

distinguished from productive services, 
383 

consumer price index, 481 
consumption, 23, 24 
consequences of, changes in, 135 
induced increase in, 135^. ^ 

under mercantilism, 42, 43 
in medieval economy, 31, 32 
and national output, 119 
ratio, 100 . 

theory of, 292-301 

see demand and consumer expenditures 
consumption taxes, 693, 694, 701, 702, 
705-07,714,715 

control, private and public, 666-68 
convertibility of money, 189-91 
cooperatives, 556-59 
Corn Laws, 447 
corporate state, 912 
corporation, 542 ff. 
book value of, 572 n. 
bonds, 550, 565-68 
charter, 562 
defined, 545 

management of, 547, 548 
owmership of, 547, 550 
stock, 550 

corporation income tax, shifting of, 720, 
721 

correspondent banks, 209 
costs 

average, 319-25, 399 
average fixed, 319, 322 
average total, 319-25 
average variable, 319-25 \ 

business costs, classification of, 385 
direct, 385 
of a firm, 317-25 
;fixed, 318-22 _ , . 

' ■' hurnun, - 11, 12 ■ 

indirect, 385 ’ ‘ ' 

long-run, see long-run supi^ly schedide 
margihal,';’319r'25,' 

, , , oiDportunity^; 419, 460, 461 
, overhead, 318-22, 385,- 386 
prospective, 

.’-real, 11^^12 ; -■ 

. and scaTOity,-12 v'. " 

, short-mn, 818- ' ' '' ’ 


cost of living, 478, 481 
and w^ages, 423 

cost-of-living index, 477, 481, 489 
country banks, 210, 214 * 

Council of Economic Advisers, 727 
craft guild, 33, 36 
craft union, 613, 617 
credit, see bank credit, bank loans, and 
demand deposits 

credit items in balance of payments, 758, 
754, 757, 761-63 
creditor nation, 780 
*‘crime of '73,’' 190 
Crowder, W. F., 496 n. 
cumulative preferred stock, 564; see cor- 
poration 
currency, 184 

in circulation, efiiect on member bank 
balances, 236-40, 247 
in circulation, changes in World War 

ir, 201 

system of United States, 197-201 
see money and corns 
currency depreciation, 770-72; see devalu- 
ation and gold dollar 
current income, 102 
cycles, see business cycles 
cyclical unemployment, 869, 870 


, vai^iable, 318-2^ ’ ’ / : / ^ / 


Daugherty, C. R., 830 n. 
death rates, 77 

death taxes, 700, 701; see estate taxes and 
inheritance taxes 

debenture bonds, 566, 567; see corpora- 
tion 

debit items in balance of pa 3 /ments, 753- 

55, 757, 763-65; see balance of inter- J 
national payments ' ■ 

debtor nation, 782 

decisions, economic, 24-28, 106-10, 527 ff. , :■ 
decreasing-cost industries, 331 ' ' ” 

deficit financing, 724-27 
effects on banking system, 242-44,,, , , 
deflation, 245, 255, 256, 519 
demand (for consumer, goods) 

-changes:.' in, 303, 304 

107„,1IS, ,116,, : 

IncRyidual, 292-301 
, individual demand curve, 299 

individual demand schedule, 298, 299 
m^Txehtxons of, 310, '312 

' ' ‘IV' 
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demand ( Cont. ) 
market, changes in, 303, 304 
market demand schedule, 301 £F. 
particular and aggregate contrasted, 288 
in short-run, 342-45 
see elasticit>^ of demand 
demand for foreign exchange, 767-80 
demand for money, 270 
demand for productive services^ S82ff. 
for capital, 431 -ff, 
for labor, 410-14 
for land, 446 ff, 
demand deposits, 225, 226 
creation of, 243 
control of, 262, 268-71 
defined, 185 
expansion of, 229 ff. 
see money 

democracy and capitalism, 280, 914, 915 
dependent children, aid to, 877 
deposit insurance, 219-21 
deposits, see demand deposits, time de- 
posits, money 

depreciation, 72, 73, 87, 88, 91, 102, 119- 
21 

depreciation of currency, 770-72; see de- 
valuation and gold dollar 
depreciation reserves, 109 
depression unemployment, 83, 869, 870 
derived demand for productive services, 
383, 855 
devaluation 

effects on gold stocks, 258, 259 
and prices, 257, 258 
of United States dollar, 194, 195, 256, 
258, 771 

deterrents to investment, 159, 163, 164; 

see expansive economy thesis 
‘"'dialectical materialism,” 904 
"dictatorship of the proletariat,” 906, 914, 
915, 922 

differential rents, 450-53; see rent 
diminishing marginal productivity, 857; 

see also dimmisliing returns 
diminishing marginal utility, 293-95, 299- 
301 

. diminishing returns, law of, 397-401, 407, 
411, 434, 448, 452, 453, 458 
direct costs, 385 /y 

discounts and advances, 237 ’ ^ ; V' 

disinvestment, 134 ' / / . . 


distribution of income, see income distri- 
bution 

dividends, 90, 563, 569; see corporation 
division of labor, 47; see specialization 
dollar 

balances, 760 
defined, 186, 187 
devaluation of, 194, 195, 256, 771 
exchange, 752, 760 
value of, 249, 256 
Douglas, Paul H., 488 n. 
drafts, 761; see foreign exchange, financing 
of exports, financing of imports 
due process clause, 649, 650 
dumping, in foreign trade, 792 
duopoly 
defined, 363 
prices, 364 
durable goods, 134 
Durand, David, 490 n. 
dutiable imports, 788; see tariffs 
duty, tariff, see tariffs 


earned income, 97 
earnings of labor, 487-89; see wages 
economic agents, 521, 522; see factors of 
production 

economic goods, defined, 8, 9 
economic interpretation of history, 904, 
905 

economics, defined, 2, 3, 11 
economizing, necessity of, 917, 918 
economy, tlie mixed, 50 
effective demand, 298; see demand 
elasticity of demand, 304-08, 351; see de- 
mand and income elasticity of de- 
mand 

elasticity of demand for labor, 413 
elasticity of supply, 316, 332 
elasticity, unit, 305 
employers* liability laws, 879, 880 
Engels, Friedrich, 900, 917 
entrepreneur, 387, 393, 463, 464 
entrepreneurial services, defined, 393 
equation of exchange, 250-52, 257; see 
quantity theory of money 
equilibrium amount, 341 
equilibrium price, 340 
equipment trust bond, 567; see * corpora- 
; tipn . . ' ' ^ ^ ‘ 

equify:, capita^, 562^ . see corporation 
equity structure of corxooratioa, 569-72 
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estate taxes, 700 
“ever-normal granary/' 502 
excess profits tax, 699, 700 
excess reserves, 214, 226, 233, 269; see 
bank reserves 

Exchange Equalization Account, 773, 774 
excise taxation, see consumption taxes 
expansive economy thesis, 158-65 
expectations 

short-term, 113-16, 121 
long-term, 116-18 

experience rating, in unemployment com- 
pensation, 883, 884 
explicit interest, 428 
explicit profits, 460 
explicit rent, 448, 449 
explicit wage, 405 

exploitation, Marx's concept of, 901-04 
export transactions, financing of, 761-63 
exports 

in balance of payments, 754, 757 
capital, 780-85 
world, 744, 745 

extensive margin of cultivation, 451 

Fabian socialism, 909, 910 
factor costs, 89, SSS, 389 
factors of production, 64, 381, 387, 394 
Fair Labor Standards Act, 510, 611, 861 
fair-trade laws, 654 
Farm Credit Administration, 206 
farm income, 861 
farm marketing co-operatives, 558 
farm prices, 491-94, 500-06; see parity 
price 

farm proprietors as gainful workers, 76 
fascism, 668, 912, 913 
favorable balance of trade, 253, 749, 751, 
756 

in mercantilism, 36 
Federal Advisory Council, 218 
Federal Bankruptcy Law, 578, 579 
federal debt, composition of, 728; see 
national debt 

Federal Deposit Insurance Corporation, 

220 , 221 , '224 ; 

federal expenditures, 674, 675 , 

Federal Farm Board, 501-03, 661 
Federal Horne Loan Bank Board, 205 
Federal Land Banks, 206; 558, 661 
Federal Loan Agency/ 206 ■ ; \ 


Federal Open-Market Cornhiit^^^^^ 218 


Federal Power Commission, 659 
Federal Reserve Act, 212, 265 
Federal Reserve Agent, 213 
Federal reserve bank notes, 197, 199 
Federal reserve banks, 197, 258, 759, 776 
assets and liabilities, 234-37 
location, 212 
ownership, 213 

Federal Reserve Board/ see Board of Gov- 
ernors of the Federal Reserve Sys- 
tem 

Federal reserve districts, 212 
Federal reserve notes, 197, 198, 201, 213, 
226 

Federal Reserve System, 212, 213, 442, 
443; see Federal reserve banks and 
Board of Governors of the Federal 
Reserve System 

federal savings and loan associations, 205 
federal securities, ownership of, 728, 729; 
see national debt 

Federal-state old age assistance, 889 
federal tax system, 694 ff. 

Federal Trade Commission, 596, 600-02, 
654 

feudal economy, 29, 30 
fiat money, 193 
Fifth Amendment, 649, 650 
‘'finance capitalism," 906 
finance companies, 205 
financial institutions, types of, 204-06 
financial ratios, 577; see balance sheet 
and financial statements 
financial statements, 572-76 
fiscal agents. Federal reser\^e banks as, 
218 

fiscal policy, 709#.: see deficit financing 

fiscal monopolies, 664 

Fisher, Irving, 250, 257 . 

five-year plans in Russia, 917, 923-25 

fixed capital, 560, 561 

fixed costs, 318-22 

flexibility of tax revenues, 722 

flexible prices, 494 

foreign bank balances and international 
financing, 759-66 
foreign exchange 
: control of, 770, 796-99 
financing of international transactions, 

.. .760/761 , 

, under gold standard, 7 67 -72 
. > instability df, 769-76 - . 
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foreign exchange (Cent.) 

rate determination, 766 -ff. 
foreign investment, 780, 781-85 
foreign trade 

dependence of United States on, 737 
and employment, 805-12 
and national income, 805-12 
of the United States, 746-50 
foreign trade monopolies, governmental, 
802, 803 

Fourteenth Amendment, 649, 650 
free and unlimited coinage, 189 
free goods, 8, 9 

free imports, 788, 789; see tariffs 
free trade, 44, 785-88, 805 
freight equalization, relation to prices, 369- 
. '71 ... ■ . . 

frictional unemployment, 870, 871 
Fund, see International Monetary Fund 
full employment, 82, 151 
functional distribution of income, 813 

gainful workers, 75-77, 605-10 
gasoline taxes, 705, 706 
George, Henry, 909 
General Accounting Office, 689, 690 
General Maximum Price Regulation, 513 
general strikes, 623 

Geneva Conference on Trade and Em- 
ployment of 1947, 794, 809 
gift tax, 700 

going-concern value of corporations, 570- 
72 

gold 

in balance of payments, 755-57 

bullion, 196 

coins, 194 n., 196 

dollar, 187,. 189, 190, 194, 195 

dollar, reduction in weight of, 256-58; 

see devaluation 
export point, 769, 771 
flow, and balance of trade, 751, 757-59 
' import point, 768, 771 
imports, 269 

nationalization of, 194, 195 
price of, 194, 256-58 
reserves, 191 
shipping points, 769, 771 
and silver, 188, 252 

stock, effect on /member bank balances, 
2S6, 239, B40; ; , ■ 
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gold certificates, 191, 194, 195, 197-99, 
234, 247 

Gold Reserve Act of 1934, 195 
gold standard, 187-94, 260 
abandonment of, 194, 769-72 
international aspects, 192, 769-72 
goods 

complementary, 311, 374, 375 
economic, 8, 9 

see consumer goods and producer goods 
government assurance of income, 865 :ff, 
government bonds, 441, 727, 728; see 
government securities and national 
debt and open market operations 
government borrowing, 148, 687, 727-33 
government control, areas of, 651-61 
government expenditures, effects on na- 
tional income, 131, 132, 142-44; see 
public expenditures 
government finance, 669 ff. 
government finance, monetary conse- 
quences of, 253, 254 
government lending agencies, 206 
government output and income payments, 
123 

govermnent ownership, 664-66 
government regulation, 538-40, 648 
government securities, 235, 237, 242 
types of, 727-29 
see national debt 

government services and national output, 
119 

government services as a component of 
national output, 94 

greenbacks (United States notes), 190, 
193, 199, 243, 727 
Gresham’s law, 190 

gross national output, defined, 86, 87; see 
national output 

gross national product, see gross national 
output and national output 
gross savings, business, 108 
group banking, 223 

guaranteed bonds, 567; see corporation 
guild socialism, 910 
guilds, 33, 34, 859 

Hansen, Alvin H., 153 n., 488 
Hamilton, Alexander, 501 
Hawley-Smoot tariff of 1930, 793 
Heckscber, 40 n. , 
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Hegel, 904 
Hicks, J. R., 69 

'‘high-consuniption” economy, 124, 141 
Hobbes, Thomas, 171 
holding company, 555, 593 
and corporate concentration, 549-53; 
see concentration 
horizontal combination, 591 
houi's of work, 610, 611 
Hudson s Bay Comx^any, 546 
Huntington, E., 75 n. 
hyperinflation, 252, 476 


immigration, 77-79, 607-10 
effect on wages, 416 
implicit interest, 428 
implicit profits, 460 
imjplicit rent, 448, 449 
implicit wages, 405 
import ■ quotas, 795, 796 
import transactions, financing of, 763-65 
imports, in balance of payments, 754, 755, 
757 

imports, world, 744, 745 
imputed wages, 405 
incentives and income, 820, 821 
incidence of taxation, 717-22 
income bond, 567; see corporation 
income, disposable, 99 
income, disposition of, 98-101 
relation to level of output, 881-33 
income, distilbution of, 21-23 
and capital accumulation, 55 
and consumer expenditures, 842-45 
and consumption, 833 iff. 
criteria of, 819-21 
determinants of, 847 ff. 
by income classes, 822-30 
in Middle Ages, 35 
and need, 848, 849 

and progressive taxation, 838, 840, 844 
and propensity to consume, 821 
under socialism,, 920 , 

and spending-saving ratios, , 814-16,. 


' see income inequality 
income elasticity of demand, 809, 316, 

iW:;:yy 334, 

- income equality, 848 
income, inequality of, 822-Sl' S ; 

^ ^ ^ t* “ 't.f ItMi-'JfS'V 4 



income (Coni) 
in Russia, 925 

income, national, see national income 
income payments, 90 
sources of, 120 

income and productivity, 850, 851 
income redistribution 

and national output, 818-21 
effects on spending and saving, 835, 
836, 840, 843 

income and services, 816, 817 
income and social status, 849, 850 
income statement, 572, 573 
income tax, corporation, 699 
income tax, individual, 694-99 
incidence of, 720 

income taxes, effects on disposable in- 
come, 840, 841, 844 
incomes, participating, 817-21, 851, 852 
incomes, non-participating, 817-21 851, 

852, 873 

inconvertible paper standard, 193 
increasing-cost industries, 331 
index numbers, 249, 476 ff. 

Independent Treasury System, 208 
indirect business taxes, relation to national 
output, 88, 89, 119-23 
indirect costs, 385 
individualism, 540 
industrial accidents, 872 
indiistriai banks, 205 
industrial union, 613, 617 
V Industrial Workers of the World, 910, 
911 

inelastic demand, 305, 307, 308; see elas- 
ticity of demand 

inelastic supply, 316; see elasticity of 
supply 

inequality of incomes, see income, dis- 
tribution of, and income, inequality of 
infant industry argument, 789, 790; see 
tariffs 

inflation, 255, 256 ^ 

inheritance and concentration of wealth, 

853, 854 _ ^ 

, inheritance taxes, 700, 701 

' injunctions in labor disputes, 631-33 
{instrumental goods, 10 
insurance, 469 , , . , 

■ y; durance ’'of bank deposits, ' 219-21 


intensive of cultivation, 451 
‘‘JnWhanfe deposits;* ’210 
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interdependence in world trade, 745; see 
foreign trade 

Interdistrict Settlement Fund, 217 
interest, 392 
and capital, 428 
and capitalization, 443-45 
defined^ 428 
function of, 444, 445 
interest rates, 489-91 
structure of, 441-45 
interlocking directorates, 595 
International Bank for Reconstruction and 
Development, 784, 785, 811 
international capital movements, 780-85 
international cartels, 800-02 
international commodity agreements, 504- 
06 

international economic policy, 785 ff, 
international finance, 753 see foreign 
exchange 

International Monetary Fund, 775-80, 784, 
785, 811 

international payments, balance of, 753- 

66 

international trade, 784 see foreign 
trade 

and specialization, 738-43 
international trade balances as invest- 
ment, 72 n. 

International Trade Organization, 811 
international unions, 612 ff. 
interstate commerce 
control of, 649 

relation to control of monopoly, 598, 
599 

Interstate Commerce Act, 656 
Interstate Commerce Commission, 364, 
656, 657 

interstate trade barriers, 655 
investment 

changes in, 128-31, 184-39 
and consumer expenditure, 113-19 
decline during 1930"s, 144 
deficiency of, 157, 159 
defined, 72,^ 
expenditures, 17 

goods, 70 ;V' ' 

gross, 72 

long-term, 112, 116^19 . 

net, 72, 105 

and productive capacity, 122 
and purchasing power, , 120, 121 . 


investment (Cont) 
and savings, 17, 55, 121, 122 
short-tenn, 113-16 ' 

and imemployment, 871 
investment banks, 205, 206, 580-84 
investment goods, 70 
invisible hand, 45 

irreducible minimum of unemployment, 
871 ; 

isolated bank, 229-31 


joint stock comiDany, 546 
joint supply, 332, 376 
Jones, Martin V., 158 n. 
jurisdictional disputes, 614, 620 
just price, 34, 40 


Keynes, J. M., 85, 153n., 172, d83, 725 
King, W. L, 852, 853 n. 

Knight, F. H., 4 
Knights of Labor, 613, 625 


labor 

defined, 390 
force, 414 

income, 97; see wages 
as a resource, 64, 65, 75-78 
scarcity of, 67, 74 
supply of, 75-79 

labor legislation, effect on labor supply, 
860 

Labor-Management Relations Act of 1947, 
636, 637 

labor movement, 611 ff. 
labor organization, 605 ff. 
laborsaving and capital, 74 
Labor Statistics, Bureau of, 477, 479, 481, 
482 

labor theory of value, 901, 907, 908 
labor unions, 27, 164, 169, 173, 534-38, 
605 ff. 

Labour party, 928, 929 
kissez fake; 44, 46, 48-50, ^56, 647, 786, 
915 

land, 64-67 

supply characteristics of, 390 
Landis, Paul H., 607 n. 
large-scale production, economies of, 589, 

■■590 ■ 

law of demand, 302; , see demand 


law of. diminishing returns, 448, 458; 
; ' rCtumS - 
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law of supply and demand, 287; see sup- 
ply and demand 
laws, natural, 41, 45 
legal reserves 

Federal reserve banks, 234, 235 
member banks, 214, 240, 241, 268 
national banking system, 210, 211 
see bank reserves and demand deposits 
legal tender, 198 
Lend-Lease, 503 

Lenin, 905-08, 914, 915, 921, 925 
letter of credit, 761, 762 
Leven, M., 823, 824 n. 
leverage effect, 138; see acceleration, prin- 
ciple of, and multiplier 
liabilities of a corporation, 574, 575 
liabilities of commercial banks, 225, 226 
liberalism, 42-51, 647-51 
liquidity preference theory of interest, 435- 
40; see interest 
‘"Little Steel formula,” 477 
Livingston, S. M., 869 n. 
loan-deposits, 228, 232, 233, 246; see de-- 
mand deposits 

local expenditures, 674, 675, 677 
lockout, 633, 637 
long run, 318, 328, 391, 453 
long-run supply, 378 
schedule, 331 
losses, see profits 

"low-consumption” economy, 124, 141 
luxuries, 297 

Macaulay, F. R,, 490 n. 
maintenance of membersliip, 629 
margin of cultivation 
extensive, 451 
intensive, 451 

margin requirements, 219, 583 
marginal costs, 319-25, 399; see costs 
marginal efficiency of capital, 128 n. 
marginal product 
of capital, 434, 438, 439 
and income, 857 
of labor, 396-98 
, relation to rent, 449-51 
relation to wages, 411, 415 
Y^lue of, 396, 400 

, marginal productivity theory, , 394-405, 
407,409,415,416,448. 
criticisms of, 402-05 ; 

' marginal revenue, 348',..849,' . 


marginal utility, 293 
Maritime Commission, 657, 658 
Malthus, T. R., 406, 447 n, 

“managed” money, 192 
management security, 630 
management, as a resource, 65 
market, defined, 335 

market demand, 301-311; see also de- 
mand 

schedule, 339 
market economy, 274 
market period, immediate, defined, 326 
market price, 341 - 

under pure competition, 839-42 
market ratio, 189 

market regulation by government, 652, 653 
market supply, 378; see also supply 
schedule defined, 329, 339 
marketing agreements, 502 
markets, relations between, 373-76 
Marx, Karl, 851, 899#., 921, 922, 925 
Marxism, critique of, 907, 908 
mass production, economies of, 589 
mature economy thesis, 153-58 
maximum prices, 277 
Means, G. C., 554 n. 
mediation, 636 

member bank balances, 214, 234, 236, 239, 
258, 269 

member bank reserves, see member bank 
balances 

member banks, 213 
Mercantilism, 35-43 
mergers, 594 

merit rating, in unemployment compen- 
sation, 883, 884 
Middle Ages, 29-35 
milk marketing agreements, 508, 509 
milk prices, control of, 508-10 
Mill, John Stuart, 804 
Miller-Tydings Amendment of 1937, 596, 
601, 602, 654 
Mills, F. C., 475 n. 

minimum incomes, estimates of, 823, 824 
minimum wage laws, 421, 422 
effect on labor supply, 860, 861 
minority control of corporations, 555 
mint par of exchange, 767; see foreign 
exchange 
mint ratio, 189 

Monetary Fund, see ‘ International Mone- 
tary, Fund, ' - \ 
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monetary policy, 271 
monetary standards, 187-97 
money 

and capital, 70 n., 392 
defined, 183, 184 
functions of, 180 
lawful, 198 
and prices, 248-59 
and socialism, 919 

see also currency and demand deposits 
money economy, growth of, 37 
money income, 15, 22 
money supply, decrease of through debt 
retirement, 244-46 

money system of the United States, 195, 
196 

money wages, 406, 487-89 
monopolistic competition, 354-62, 379, 409 
defined, 338 

monopoly, 164, 169, 273, 378, 498, 499 
bilateral, 373 

buyer, 371, 373; see monopsony 
defined, 338 
economies of, 592 
power, 540, 541 
price, 346-54 

privileges under mercantilism, 36, 41 
monopsonistic competition, 372, 373 
monopsony, 371 
More, Sir Thomas, 895 
Morris Plan banks, 205 
mortgage bond, 565, 566; see corporation 
motor-vehicle taxes, 705, 706 
Moulton, H. G., 823, 824 n. 
multilateral trade, 750, 751; see foreign 
trade 

multiple basing points, 369 
multiple unit banking system, 231-34 
multiplier, the, 137, 138, 147 

and foreign trade balances, 807-09 
Mun, 40 

National Bank Act of 1863, 208 
national bank note, 197, 209, 211, 259 
National Banking System, 208 
national banks, 197 

National Bureau of Economic Besearch, 

national currency, 197, 199 
national debt, 196, 676, 727-33 
interest on, 730, 731 
burden of, 730-32 


national defense expenditures, 676 
National Farm Loan Associations, 558 
national income, 15, 85 #., 92, 96-106 
defined, 89 

distributive shares, 97, 98 
and foreign trade, 805-12 
share of wages in, 643-47 
effect of war on, 147-50 
national income payments, 90-92, 98 
National Industrial Recovery Act of 1933, 

519, 595, 611, 615, 634 
section 7a, 615, 634 

National Labor Relations Act of 1935, 
536, 634-37, 860, 861 
National Labor Relations Board, 635-37 
National Labor Union, 613 
national output, 14, 85#. 
aggregate demand for, 91#. 
and capital goods, 94, 119 
composition of, 93-96 
and foreign trade, 805-12 
gross expenditure for, 91 #. 
industrial sources of, 95, 96 
effects of war on, 147-50 
National Recovery Administration, 510, 

520, 521, 595 

National Resources Committee, 71, 289, 
586 

national unions, 612#. 

National War Labor Board, 629 
nationalization of wealth, 853 
‘natural monopoly,” 500, 588; see monop- 
oly 

natural resources, 53, 64, 65, 68, 69, 73; 

see conservation and land 
"natural value,” 345 
nazi system, 912-13 
Neal, A. C., 495 n., 497 w. 
necessities, 297 
"needs test,” 875 

net national output, defined, 87; see 
national output 

New Deal Administration, and labor or- 
ganization, 615 
New Deal spending, 724-26 
New Economic Policy in Russia, 922-23 
noncompeting groups, 858, 859 
nonfinancial corporations, assets of, 553 
non-participating income, 817-21, 851, 
852, 873 

nbnprice competition, 354 
nonunion labor, 620, 621 
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normal price, 343, 345-46 
Norris-LaGuardia Act, 631, 633 

occupational taxes, 704 
Office o£ Price Administration, 513, 515, 
516, 520 

old age, cause of insecurity, 872, 873 
old-age assistance, 877 
old-age insurance, 865, 877, 885-88 
old-age insurance for railroad workers, 
888 

old-age and survivors' insurance, 885-87 
oligopoly, 379, 499 
defined, 338, 362, 363 
prices under, 364-71 
oligopsony, 372, 373 
open-market operations, 237 
open-market policy, 267, 268 
open shop, 629 
operating capital, 112 
opportunity and income, 858 
opportunity cost, 419, 460, 461 
output, level of, 128 ff.; see national out- 
put 

and profit expectations, 128 ff, 
output, national, see national output 
’‘'overemployment,” 151 
overhead costs, 318-22, 385, 386 
overissue, 194 
"oversaving,” 157, 841 
"overspending,” 841 
oven^altied money, 189, 190 
Owen, Robert, 908 

ownership and control, separation of, 554, 
555 

par of exchange, 767-69; see foreign ex- 
change 

parity prices, 491-94, 503; see agricultural 
prices 

participating incomes, 817-21, 851, 852 
participating preferred stock, 564; see 
corporation , 

. partnership, 544, 545- ■ ■ ' 

patents, 594 , ^ - ■ 

pajunents agreement, 798 _ 
payments, means of, 184; see mon^ 
Pearson, G. F., 256 , •' 

' / pecuniary society, 182 

perfect competition, 887 ■ 

perfectly elastic, demandiV;8S9* 
ticity of demand ^ 


perfect inelasticity of supply, 317; see elas- 
ticity^ of supply 

personal distribution of income, SlSff.; 

see income, distribution of 
personal income, 90; see national income 
payments 

personal income taxes, 98, 693; see in- 
come tax, individual 
personal services 
demand for, 854-56 
and income inequality, 854 ff, 
supply of, 856-59 
personal taxes, 693 
Petty, Sir William, 64 
physiocrats, 44 n, 
picketing, 624 
"Pittsburgh plus,” 368, 369 
planned economy 

contrasted witli private enterprise, 523- 
25 

prices in, 522, 523 
planning, economic, 913, 923-25 
planning cost schedule of a firm, 323-25 
Plato, 895 

point system of rationing, 279 
police power, 650 
political economy, 3 
poor relief, 876, 877 
population 

ages of, 77, 78, 606, 607 
composition of, 606-10 
growth of, 53, 607, 608 
long-term changes of, 77-79 
and wages, 406, 407 
and world trade, 744, 745 
Postal Savings System, 203, 206 
preferences, scale of, 296; see consump- 
tion, theory of 

preferred stock, 550, 564; see corporation 
price competition, 354, 357, 358 
decline in, 366 
price control, 482, 498 
in war-time, , 278-79 
pricfe, defined, 273 
price discrimination defined, 350 
price economy, 274 

pnce . inflexibility and concentration, 495- 

^ ^ /r'-: 

price leadership, 367, 868, 595 
' price devel,, 249-51, 256,. 263 
-price fees,’ 859 

. tnpvements, consequences of, 484 
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price structoe, 4735^. 
price system, 274 
criticism o£, 284-86 
prices 

and allocation of consumer goods, 275- 
80 

and allocation of labor, 283; see also 
wages and income 
and allocation of resources, 380 
and composition of national output, 380; 

see also national output 
functions of, 377, 379 
and incomes, 383, 384 
in long-run under pure competition, 
345, 346 
market, 339-42 

under monopolistic competition, 354-62 
under monopoly, 346-54 
under oligopoly, 364-71 
xmder pure competition, 338-46 
and production, 280-84 
of productive services, 382, 386-89 
in Russia, 926 
under socialism, .523, 919 
primary deposits, 228, 232, 233, 246; see 
demand deposits 

private debt, contrasted with public, 673 
private enterprise 
functions of, 530-34 
contrasted with planned economy, 523- 
25 

private finance, contrasted with public 
finance, 670-74 

private investments, compared with gov- 
ernment expenditures, 126 
producer decisions, 109-19 
producer goods defined, 9, 70; see capital 
goods 

product differentiation, 356, 365 
product variation, 358-59 
production, 14-18 
agents of, 394 

allocation of, 59; see also resources, al- 
location of 

and consumer expenditures, 845, 846 

factors of, 64 381 • 

and investment, 122 

large scale, 589, 590 

levels of, 59; see aho national output 

under Mercantilism, 38-40 . . 

in Middle Ages, 32, 33 ^ I ; V " ' , 

and prices, 280-84 i- /v; \ ‘ ^ 


production (Cont.) 
roundabout, 430 
specialization of, 61-63 
stages of, 61, 62 
and wants, 60, 61 
Production Credit Associations, 558 
productive capacity, 80-83 
productive income, 98 
productive services 
classification of, 384, 386 
defined, 381 

demand for, 399; see derived demand 
equilibrium price of, 402 
optimum combination of, 400, 401 
prices of, 382, 386, 388, 389 
productivity 

diminishing, see diminishing returns 
marginal, see diminishing returns 
productivity of public expenditures, 682- 
84 

professional workers, 76 
profit-and-loss statement, 572 
profit expectations, 109, 110, 472 
in the 1930's, 145 n. 
and income, 833 
and national output, 128 
profit motive, 25, 26 
profits, 393, 459 

and allocation of resources, 467-68 

business, 460 

implicit profits, 460 

and innovations, 467 

and level of output, 472 

and market imperfections, 465, 466 

-and monopoly, 467 

pure, 460 

under pure competition, 461, 462 
and risk, 468-71 
and uncertainty, 462^. 
progress, the conditions of, 50-56 
progressive taxation, 697, 713 
and income distribution, 838, 840, 844 
propensity to consume, iOO, 124, 125, 141, , 
832, 833, 839-41 
Average, 136 * . 

changes during war, 148, 149 
marginal, 186, 137 
propensity to invest, 109 
propensity to save, 100, 109, 832, 833 
changes during war, 148, 149 ^ 

. . property tax, ■ 702-04 ' . \ --V ' ‘ 

incidence pf;'721 ■ ‘r'. 
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proportional taxation, 712 
proportionate distribution of income, 822- 
30; see also income, distribution of 
proprietors and managers, nonfarm as 
gainful workers, 76 
proprietorship, 543, 544 
prospectus, 581 

protectionism, arguments for, 789-93; see 
protective tariff 
protective tariff, 788 ff, 

Proudhon, 851 
proxy, 548 

public budgets, 688-90 
public debt, contrasted with private, 673; 

see national debt 
public decisions, 106, 107 
public expenditures 
allocation of, 684-86 
determination of, 684-86 
growth of, 674, 675, 678-80 
productivity of, 682-84; see government 
expenditure 
public finance, 669 

contrasted with private finance, 670-74 
public revenues, 687, 688 
public sector of the economy, 669 ff. 
public works, 865, 877, 878 
Public Utility Holding Company Act of 
1935, 552, 553 

public utility regulation, 655-61 
rate regulation, 759-61 
purchasing power, 183, 186, 187 
purchasing power parity, 772, 773, 775; 

see foreign exchange 
pure competition, 371, 378 
defined, 337, 338 
prices, 338-46 
pure interest, 442 
pure profits, 460 ff‘ 

quality competition, 354, 358-60 
quantity theory of money, 249-52, 256, 
262 

quasi-rent, 391, 453-56 
quotas, import, 795, 796 

railroad workers, social instance of^ 888 . 
railroads, regulation of, 656, 657 , 

Railway Labor Act, 634 . ; ' 

. rate of exchange in international finance, 

: 766; isee foreign exchange , 


rationing, 275, 276, 278, 279, 516, 517 
point system, 279 
real expenditures, 680-82 
real income, 15, 22, 102 
real output, 92, 103, 145, 147 
real wages, 406, 488, 489 
receipts, prospective, and investment, 111, 
112, 114-16 

Reciprocal Trade Agreements Act, 793, 
794 

Reconstruction Finance Corporation, 206, 
216 

rediscount policy, 265-67 
rate, 265-68 
rediscounting, 215, 216 
registration of securities, 581, 582; see Se- 
curities Exchange Commission 
regressive tax, 714 

regulation of industry, 585 #,; see govern- 
ment control 
Regulation W, 219 
relative prices, movements of, 474-76 
relief, 876-78 
rent, 391, 446#. 
and cost, 456, 457 
defined, 446 
function of, 457 

resale price maintenance, 601, 602, 654 
reserve bank credit, 236-41, 247, 258; see 
Federal reserve banks 
reserve city banks, 210, 214 
reserve plan, 100 per cent, 263, 271 
reserve requirements, alteration of, 268 
reserves 

of Federal reserve banks, 234, 235 
gold certificates as, 195 
of member banks, 214, 240, 241, 268 
under national banking system, 210, 211; 
see also currency 
resources, 10, 63-66 
allocation of, 530-34 
allocation under monopoly, 353 
allocation and profits, 380 
allocation by prices, 380 
and income distribution, 831 #, 
and international trade, 739, 740 
types of, 57 #. 

. restraint of trade, 597 
retained earnings, 90, 102, 569 

Ricardo, David, 447, 804, 868 
rigid prices, 366 . ^ \ 
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risk, 65, 66, 469, 470 
and investment, 110, 111, 117, 163, 164 
and profit expectations, 110, 111, 468- 

■■ ■ 71' . 

rival supply, 333, 376 
Robinson-Patman Act of 1936, 596, 601, 

• "654'. 

Rochdale co-operatives, 556 
roundabout production, 430 
“rule of reason,” 595, 598 
Rural Electrification Administration, 558 
Russia, prices in, 926 

sales schedule of a monopolist, 348 
sales taxation, 706, 707 
savings, 98-100 
and capital, 10, 429 ff. 
and investment, 121, 122, 433-35 
and liquidity preference, 435 ff, 
personal, 98, 100 
ratio, 100 

see propensity to save 
savings 

and time preference, 431-35 
savings banks, 204 

savings bonds, 727; see national debt 
savings deposits, 185, 204; see time de- 
posits 

scale of preferences, 296 
scarcity, 9 

relation to costs, 12 
relation to supply, 313 
relation to wants, 3 
Schumpeter, J. A., 165 n., 168 n., 171 
“scientific” tariff, 791, 792 
seasonal movements of prices, 485, 486 
seasonal unemployment, 868 
secular unemployment, 870 
Securities Act of 1933, 581 
Securities and Exchange Act of 1934, 219, 
582, 583 

Securities and Exchange Commission, 552, 
581-85 

securities transactions in balance of pay- 
ments, 754-59 

security issues, control of, 580-82 
security, 174-77 

social, see social insurance 
seigniorage, 200, 688 

self-interest, 531; see profit motive and 
theory of consumption : \ 

self-sufficiency, 792, 793 


semiskilled workers, 76 
seniority, 628 

service industries, 66n., 93 
services 

contrasted with commodities, 14 
in international transactions, 749, 750, 
754, 755, 757 

as part of national output, 87 
Shaw, George Bernard, 897, 909 
shareholders, see corporation, ownership of 
shares, 550; see corporation stock 
Sherman Anti-Trust Act of 1890, 368, 537, 
588, 596-600, 602, 632, 653, 654 
Sherman Silver Purchase Act, 260 
shifting and incidence of taxation, 717-22 
short run, 391, 453 
defined, 318, 327 

short-run prices under pure competition, 
342 

short-run supply, 378 
schedule, 327, 330 
silver, abandonment of, 259 
silver certificates, 197, 199, 261 
silver dollars, 197, 199, 200 
silver, price of, 200 n., 259-61 
free and unlimited coinage, 259 
remonetization of, 260, 261 
Silver Purchase Act of 1934, 260, 261 
sit-down strikes, 623 
size of firm, 323-25 
skilled workers, 76 
“slow-down,” 623 

Smith, Adam, 45, 46, 58, 109, 165, 494, 
498, 542, 548, 710, 741, 742, 804, 868 
social democrats, 910, 911, 913 
social insurance, 865-67, 874, 876 
costs of, 889-92 
and purchasing power, 890-92 
Social Security Act, 875, 881-^., 889 
Social Security Administration, 872 n., 882 
social security taxes, 91 
socialism, 668, 894 ff, 
allocation of resources under, 919-21 
in Britain, 928, 929 
contrasted with capitalism, 929-32 
criticism of, 913, 914 
Fabian, 909-10 
planning under, 523 
prices under, 523, 919 
in Russia, 921-28 
and scarcity, 917 
. “scientific/^ 901 
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socialism (Cont.) 
utopian, 908, 909 
see also Marx 

Soil Consen^ation and Domestic Allotment 
Act, 502 

Soviet Russia, 28, 55 n., 921-2S 
‘^soviets,” 906 
special assessments, 688 
specific duty, 788; see tariffs 
spending ratio, 100; see propensity to con- 
sume 

stabilization 

monetary policy of, 266, 270, 271 
monetary proposals, 173-77, 262-64 
Stabilization Fund, 195, 773-75 
stages of production, 61, 62 
standard of living, 57; see wants 
relative to wages, 406, 407 
state banks, 197 

state expenditures, 674, 675, 677 
state and local taxes, 702 
state trading, 802, 803 
Stevenson Plan, 505 
stock market, 219 

stock, preferred, 550, 564; see corporation 
stockholder, see corporation, ownership of 
strikes, 622-24, 637 
structural unemployment, 870 
subsistence tlieory of wages, 406, 407 
subsistence wage, 41, 42 
substitutes, 297, 306, 311, 347 
price relations between, 374, 376 
supply, 313 

aggregate and particular contrasted, 288, 


support prices, 503; see agricultural prices 

surpluses, relation to rent, 456, 457 

surplus value, 901-04, 907, 908 

sympathy strikes, 623 

syndicalism, 910, 911 

syndicate in investment banking, 580 


Taft, Philip, 618 n., 619 n. 

Taft-Hartley Act of 1947, 537, 625 n., 636, 
637 

Tarasov, Helen, 693 n. 
tarifiFs, 7SS ff, 

Tawney, R. H., 31, SSn. 
tax collections, relation to money system, 
238 

tax, individual income, 693-99 
tax policy, 709 f. 

tax revenues, federal, state, and local, 708, 


tax system, requirements of a, 710-16 
of die United States, 691 ff. 
taxable income, 696 
taxation 

ability to pay principle of, 711-16 

benefit principle of, 711, 712 

burden of, 691 ff, 

canons of, 710 

economic effects of, 716-22 

effects upon consumption, 175, 716 

effects upon investment, 163 

equity of, 711-16 

progressive, 697, 713 

proportional, 712 

regressive, 714 

shifting and incidence of, 717-22 
technological unemployment, 868 
technology, 79 
improvements in, 53, 54 
and scale of production, 329, 332 
and wages, 419-21 . 

Temporar>" National Economic Committee, 


changes in, 314, 315 
cost relations, 826-32 
defined, 313 
elasticity of, 316, 332 
interrelations of, 332, 333 
, perfect inelasticity of, 317 
schedule, 318#*, 378 
schedule of individual 321 , 
schedule, long-run, 331 
, ; schedule, short-run, 327, 342-44 
supply of foreign exchange, 767-80: 
, , foreign exchange 
supply , of labor, 414, 415, 605 ff, 
supply of _ money, 254;'’./' '' 

control by Federal Reserye, 268-71 
relation to rate of Interest, :436-38 
supply of savings, 436, 4S7 -„' r > . 


Tennessee Valley Authority, 665, 666 
Tbrborgh, George, 158 161 n. 

Thomas, Woodhef, 184 n* 

Thprp, ;W, L., 496 n. , 

time-deposit, defined, 185 
time ' preference-productivity theory of in- 
teresf, '431-35 ' 

toWiknahiscd, 912; sic collectivisTO, com- 
^ muriism, fascism . // \ ‘ . 
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tourist expenditures, in balance o£ pay- 
ments,' '756 n. , ■ 

trade associations, 534, 594, 595 , 
transfer expenditures 
effects on consumption, 680-82 
and incomes, 817 
effects on investment, 681, 682 
effects on savings, 681, 682 
transfer payments, 90 n*, 98, 143; see 
transfer expenditures 

Treasury, United States, 234; see Treas- 
ury balances and Treasury cash and 
deposits 

Treasury balances with Federal reserve 
banks, 238-40 

Treasury bills, 728; see national debt 
Treasury bonds, 727; see national debt 
Treasury cash and deposits, relation to 
member bank balances, 236, 238-40, 
258 

Treasury notes, 727; see national debt 
Treasury notes of 1890, 197, 199 
Treasury policy, relation to Federal Re- 
serve Policy, 270 

triangular exchange, 765; see foreign trade 
and international finance 
Trotsky, 905, 911. 
trust, business, 593, 594 
Trust Indenture Act of 1939, 584 
‘Trust-busting,^’ 598, 599 
“Truth in Securities Act,” 581 

uncertainty, and profits, 462 -ff. 
undervalued money, 189, 190 
underwriting of securities, 580 
underwriting syndicate, 545 
undistributed earnings, 90, 102, 569 
undistributed profits, taxation of, 699, 700 
unemployment, 76, 83, 147, 867-71 
cyclical, 869, 870 
frictional, 870, 871 

insurance, see unemployment compensa- 
tion 

irreducible minimum of, 871 
relief, 865 
in Russia, 927, 928 
seasonal, 868 
secular, 870 
technological, 868 

unemployment compensation, 874, 881-85 
Unemployment Compensation Trust Fundi 
883 ' 


unfair labor practices, 635, 636 
unfavorable balance of trade, 253, 749; 

see international trade 
unilateral transfers, 757-59; see balance 
of international payments 
union contracts, 627-30 
union discipline, 619, 620 
union finances, 619 
union jmlsdiction, 615 
union recognition, 628, 629 
unions, 534-38, 611 jf. 
growdi of, 612-16, 640, 642 
and labor supply, 860, 861 
and national output, 644-46 
political activities of, 625, 626 
and production, 645 
and wages, 421-24, 644-46 
welfare activities of, 621 
unit banking, 222 
United States Forest Service, 663 
United States notes, see greenbacks 
United States Tariff Commission, 791 
unlimited liability, 545 
unskilled workers, 76 
urban rents, 452, 453 
urbanization and old-age problem, 872, 

, 873 

use tax, 707 
.utility, 62, 292 
marginal, 293 
total, 293 

utopian socialism, 908, 909 

valuation of corporate assets, 576 
valuation of public utility property, 660 
value of the marginal product, 396 
relation to cost, 400 
relation to price, 400 
see marginal product 
variable costs, 318-22 
velocity of circulation, 250-52 
vertical combination, 591 
voluntary arbitration, 638 

wage bargaining, 622, 626-30 
wage indexes, 486-89 
wage rates, 486,, 487 
wage theories, 406-09 
'wages 

bargaining theory of, 409 
; and ^ cost of living, 423 _ v';,- - 

defined, 405 
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wages ( Cont. ) 
differences in, 416-19 
and employment, 424-28 
and inventions, 419-21 
marginal productivity theory of, 394- 
405, 407, 409, 415, 416, 448 
and national income, 412, 643-47 
and population, 406, 407 
and prices, 427, 428 
and purchasing power, 425-27 
subsistence theory of, 406, 407 
and supply of labor, 414, 415 
and unemployment, 424-28 
and unions, 421-24 
wages-fund theory of, 408 
wages-fund theory, 408 
wages of management, 405 
waiting, as a cost, 11, 12 
wants, 3-8 

in medieval society, 31, 32 
and production, 60, 61 
and scarcities, 313 

war bonds, 244; see savings bonds and 
national debt 

war, extended use of resources in, 82 
war financing and prices, 512, 513 
War Food Administration, 516 
War Labor Board, 477, 510 
war materials as a component of national 
output, 94 

War Production Board, 516 


Warburton, C., 823, 824 n. 

Warren, G. F., 256, 257 
wartime price control, 511-19 
waste in public expenditure, 683, 684 
Watson, Donald S., 724 n., 726 n. 
wealtli, distribution of, 852-54 
and income inequality, 852-54 
Webb, Sidney and Beatrice, 909 
Webb-Pomerene Act, 801 
Weber, Max, 33 n. 
weighted index number, 480 
Wells, H. G., 909 
West, David, 447 n. 
wholesale prices, 482-84 
in world wars, 514 
Wilcox, Glair, 338 n., 499 n, 

“wildcat” banks, 208 
Williams, F. E., 75 n. 

Wingfield, B. Magruder, 221 n, 
women, in labor supply, 76, 77 
work relief, 865, 877, 878 
working capital, 112, 562 
working capital ratio, 577 
workmen*s compensation, 865, 874, 879 
81 

world trade, and population, 744, 745 
yellow dog contract, 633, 634 
zone price systems, 368, 369 



